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(1)

DEPARTMENT OF HEALTH AND HUMAN
SERVICES FY 2002 BUDGET PRIORITIES

WEDNESDAY, MARCH 7, 2001

HOUSE OF REPRESENTATIVES,
COMMITTEE ON THE BUDGET,

Washington, DC.
The committee met, pursuant to call, at 10 a.m. in room 210,

Cannon House Office Building, Hon. Jim Nussle (chairman of the
committee) presiding.

Present: Representatives Nussle, Spratt, Bass, McCarthy, Gut-
knecht, McDermott, Thornberry, Bentsen, Sununu, Hooley, Kirk,
Capuano, Collins, Moore, Fletcher, Honda, and Hastings.

Chairman NUSSLE. I call this meeting of the full committee to
order. This is a full committee hearing on the President’s budget
for Health and Human Services.

Today’s witness is the Honorable and recently, within the last
half hour, as we understand, sworn in officially by the President
of the United States, Secretary of Health and Human Services,
former Governor of a neighboring State of mine, Wisconsin. We’re
honored to have you here today and we look forward to your testi-
mony.

This afternoon we will hear from witnesses involved in economics
as well as health care on panels two and three. Then next, we will
have a members day hearing, as well as hearings next week on the
Department of Agriculture, the Department of State and the De-
partment of Education. We look forward to those hearings as well.

There is no question that, particularly coming from a State such
as Iowa, where we have the number one population of older Ameri-
cans over the age of 85 years old, and I think are ranked number
two or three in all other categories involved with seniors, Medicare
has become a vital cornerstone program to our entire economic de-
velopment, not just health care in the service of rural areas. We
are very interested in the Medicare program, and let me just high-
light one issue in particular that, Mr. Secretary, we have worked
very hard on this committee in a bipartisan fashion to achieve.

Over the last couple of years, as I’m sure you note, we have
begun running not only surpluses within the Medicare HI trust
fund, but we as a Congress have decided to not use that resource,
those resources, those surpluses for anything at all except Medi-
care. In fact, in a bipartisan fashion earlier this year, one of the
first bills to pass the House was a Medicare lock box. Again, in a
bipartisan demonstration of our support for Medicare, the Medicare
surpluses and the need that we set those resources aside for future
contingencies, future opportunities such as what all of our constitu-
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ents have been talking to us about, and that’s a prescription drug
benefit, as well as other modernizations.

When you come from a State such as Iowa, as well as Wisconsin,
you recognize that in rural areas in particular, there is an abomi-
nable reimbursement rate when it comes to paying the bills for
Medicare. We all pay the same amount of taxes, but you visit Wis-
consin, as I certainly don’t have to tell my colleagues from Wiscon-
sin or Iowa or Minnesota, a number of others, Washington, I’ll
leave somebody out and they’ll be discouraged, so I don’t want to
do that. But all over our country, in the rural areas in particular,
we have seen a real disservice from Medicare.

We’ve tried to do a patchwork quilt in order to achieve some re-
form. We’ve succeeded in some areas, we have not quite succeeded
in others. We welcome the challenge that has been put on the table
by the President and by yourself when it comes to reform.

Mr. Secretary, you are a legend in your own time. You are the
person who shed light on the whole issue of welfare. You led this
country when it comes to welfare reform. You and your State
dragged all of us, in some instances even kicking and screaming,
to reform. Speaking as one member, I am delighted that you are
going to be serving us in this capacity, to help not only continue
the reform in our Nation’s services, Government services through
welfare, but also in the area of Medicare. We sorely need your
guidance, your leadership in this regard as we move forward. So
we welcome your testimony here today.

I’d like to now welcome and recognize my friend and colleague,
the Ranking Member, John Spratt from South Carolina.

Mr. SPRATT. Mr. Secretary, let me echo what the Chairman has
just said and say that your reputation as a constructive reformer,
creative reformer, precedes you here in Washington. We’re happy
to see you in the position you’ve assumed at HHS, and we’re
pleased to have you here this morning. Thank you very much.

Chairman NUSSLE. I would ask unanimous consent that all mem-
bers be allowed to place into the record at this point an opening
statement.

[The opening statements follow:]
March 6, 2001.

BUSH BUDGET DIVERTS SOCIAL SECURITY AND MEDICARE SURPLUSES

DEAR DEMOCRATIC COLLEAGUE: I commend to you the attached editorial from the
March 5 edition of the Washington Post regarding the budget outline that President
Bush submitted to the Congress last week. While the President’s outline leaves am-
biguous many crucial questions about the budget, the editorial points out that the
President’s $2 trillion tax cut clearly will undermine Social Security’s and Medi-
care’s long-term viability.

The President’s budget violates the bipartisan consensus, reaffirmed only a few
weeks ago by a near unanimous House vote, that all of the Social Security and
Medicare surpluses should be saved to fulfill the existing commitments of those two
programs. The President saves only part of the Social Security surplus. And he ar-
gues that the Medicare surplus does not exist, while simultaneously putting this
supposedly nonexistent Medicare surplus into a reserve to be spent on other things.

Social Security and Medicare surpluses by themselves are insufficient to meet ex-
isting benefit commitments. Projected insolvency of these two programs means that
they will need resources in addition to the surpluses currently accumulating. The
Bush budget’s claim that the Social Security and Medicare surpluses can be tapped
now to somehow fund privatization and additional benefits for prescription drugs is
double counting, pure and simple.
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The President’s excessive tax cut will force cuts to many priority programs, and
it is not surprising that he has declined to specify what those cuts are. However,
the most worrisome program cuts the tax cut will trigger are in Social Security and
Medicare.

Sincerely,
JOHN M. SPRATT, JR.,

Ranking Democratic Member.

[From the Washington Post, Monday, Mar. 5, 2001]

SPINACH BEFORE DESSERT

The budget outline that President Bush sent Congress last week implies much
deeper future spending cuts than administration rhetoric suggested. Some of the
deepest—and least discussed—would occur in Social Security and Medicare. The
outline accurately describes the perilous long-term financial condition of these pro-
grams. That peril could be eased significantly if some of the money the president
wants to use for a tax cut were diverted to them instead—if, to use the Clinton
phrase, the Bush administration would ‘‘save Social Security’’ and Medicare first.

But it has put the tax cut first. The president and his advisers suggest they have
no choice—that they have set aside as much of the budget surplus as they tech-
nically can for the next 10 years for the programs for the elderly and still have
money left over. They say there’s a limit to how far the debt can be sensibly re-
duced, and that, apart from a tax cut, there’s no other way to save the money—
keep it from being spent—until it will be needed. But is that explanation the com-
plete truth?

It’s likely that they could pay down a lot more debt than they newly claim. And
this is not a budget that seeks to rescue Social Security or Medicare. If anything,
the administration’s proposals would worsen the plight of the programs. The budget
outline rightly notes that Social Security’s present path is ‘‘unsustainable;’’ the reve-
nues in prospect won’t remotely cover the cost of the baby boomers’ retirement. But
the administration would reduce those revenues. For younger workers, the president
wants to partly ‘‘privatize’’ Social Security—transform it into a blend of traditional
benefits and personal investment accounts—while preserving the existing system for
older workers and those already retired. The problem is how to finance both systems
at once. The outline suggests anew that the administration would take at least some
of the money for the new accounts from the existing Social Security surplus. But
that surplus is already inadequate to cover prospective costs. How, having deepened
the hole, would they fill it? Significant benefit cuts is the unspoken answer.

Supplementary savings accounts might indeed be a good hedge against eventual
cuts in Social Security benefits. But the right way to begin setting them up is not
to draw down Social Security reserves. The surplus general funds that the president
would use to finance a tax cut mainly for higher-income people could be used in-
stead to finance savings accounts for families across the board. That, too, would be
a tax cut or could be couched as one. It just wouldn’t benefit the same people. That’s
the underlying issue—not a complicated question about the best way to reduce the
debt or restructure Social Security, but a simpler one: in dividing up the expected
surplus over the next 10 years, who wins?

The Medicare pattern is similar. The hospital part of the program, financed by
the Medicare share of the payroll tax, is in surplus. That, too, will disappear when
the boomers retire. The budget outline rightly observes that in the long run Medi-
care will become a major drain on existing resources. Yet once again the administra-
tion proposes dipping into existing reserves rather than augmenting them. It would
spread the payroll tax even thinner—begin using it to cover not just hospital but
other Medicare costs, beginning with a possible new drug benefit. By shifting costs
to the payroll tax, it would free up general revenues, thus making it seem easier
to finance the president’s tax cut. But the Medicare trust fund would go bankrupt
sooner.

The administration again says it has no choice; what else to do with the surplus?
But the world wouldn’t end if it, too, were used for a couple of years to pay down
debt, pending the program’s possible reform. Modernize the Medicare benefit struc-
ture, make whatever structural changes seem likely to make the program more effi-
cient and feather the cost, then finance it. That’s when Congress will know how
large a tax cut it can afford.

The president is proposing a large tax cut mainly for the rich that would leave
the government without sufficient resources to cover enormous costs that his own
budget clearly identifies. It’s the wrong policy. His administration should tend to the
programs first; eat its spinach, then dessert. This budget is the other way around.
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Chairman NUSSLE. Mr. Secretary, your entire statement will be
placed in the record as you have presented it. You may feel free
to present as you wish, and we welcome you and we look forward
to your testimony. Mr. Secretary.

STATEMENT OF HON. TOMMY G. THOMPSON, SECRETARY OF
HEALTH AND HUMAN SERVICES

Secretary THOMPSON. Good morning, Mr. Chairman and Ranking
Minority Member Mr. Spratt. Thank you so very much for your
kind words and all members of the committee. Thank you so very
much. It is truly an honor for me to be here.

I was telling the Chairman that I did get sworn in by the Presi-
dent a few minutes ago, and I went to the President and said,
hurry it up so I can get up and testify in front of this committee.
It’s a very short ceremony, made even shorter because of that.

I am honored to be here today, and I am honored to be able to
discuss in front of this wonderful committee the framework of the
President’s fiscal year 2002 budget for the Department of Health
and Human Services.

I accepted the position of Secretary of this Department because
there is no other job in America where you have a greater oppor-
tunity to help people, to actually make a difference and to improve
people’s lives. The Department’s goal must be to build a healthier
America by improving the quality of health care, the quality of life
for all Americans and reduce health care costs.

President Bush has outlined an ambitious agenda for the Nation,
and the Department will play a major role. There are major chal-
lenges before us, but I am confident that we will be able to work
together in a very bipartisan fashion to successfully meet them. If
we are to succeed, we must be willing to reexamine the way we do
things on a national level. We must no longer be content with the
status quo, because that’s how we’ve always done it.

The HHS budget proposes new and innovative solutions for meet-
ing the challenges that face this Nation. It seeks to enhance the
groundbreaking research being conducted at the National Insti-
tutes of Health (NIH), modernize Medicare and expand access to
quality health care, increase support for America’s families and re-
form the way the Department’s operations are managed.

Our proposals also reflect the President’s commitment to protect-
ing Social Security and other priority programs, while continuing
to pay down the national debt and providing tax relief for all Amer-
icans. The budget request for HHS for fiscal year 2002 is $471 bil-
lion for all the programs, including $55.5 billion for discretionary
programs, an 8 percent increase for the whole Department and a
5.1 percent increase for discretionary programs.

Let me highlight some of our major proposals. One of the top pri-
orities is the National Institutes of Health. The research that is
conducted and supported by the NIH offers the promise of break-
throughs in preventing and treating disease from cancer to Parkin-
son’s and Alzheimer’s. And I compliment every person on this com-
mittee for supporting the NIH budget in the past.

The potential that lies in these projects is why President Bush’s
plan to double those resources for the NIH by 2003 is so very vital.
The $2.75 billion increase is the largest amount ever for NIH. And

VerDate 11-MAY-2000 15:22 May 29, 2001 Jkt 000000 PO 00000 Frm 00008 Fmt 6633 Sfmt 6602 H:\DOCS\HEARINGS\107-5\HBU066.000 HBUDGET1 PsN: HBUDGET1



5

it will support the highest level of total research grants in the
agency’s history.

Of all the issues confronting this Department, nothing has a
more direct impact on the well-being of our citizens than the qual-
ity of health care. Our budget framework proposes to improve the
health of the American people by expanding access to quality
health care and beginning to modernize Medicare, including the ad-
dition of a prescription drug benefit.

When Medicare was created in 1965, prescription drugs were not
the integral part of health care that they are today. Drug coverage
was not included as part of the Medicare benefit package. But what
was acceptable 35 years ago is simply unacceptable today. As a
first step toward remedying the situation, the President has put
forward an immediate Helping Hand prescription drug proposal.
This proposal gives immediate financial support to the States so
that they will be able to provide prescription drug coverage to our
neediest citizens.

The President also believes comprehensive Medicare reform
needs to be enacted at the same time as the prescription drug ben-
efit. President Bush wants to devote $153 billion over the next 10
years on Medicare modernization that will help improve the finan-
cial health of the program and add a prescription drug benefit for
all Medicare beneficiaries.

Let me add one thing. As the President said last week in his
budget address, every penny of the Medicare trust fund will be
used for the Medicare fund, period. We also are proposing steps to
strengthen the health care safety net for those most in need. Com-
munity health centers provide high quality, community based care
to 11 million patients through a network of more than 3,000 cen-
ters. The President wants to increase the number of centers by
1,200 over the next 4 years, and he wants to double the number
of patients from 11 million to almost 22 million patients through
this network. The President has proposed to increase those num-
bers in this budget.

We propose to increase funding for community health centers by
$124 million, which is the first installment in expanding this al-
ready successful program. To further increase flexibility and effi-
ciency, we also will work with States to develop ideas that will in-
crease States’ ability to expand Medicaid and the State Child
Health Insurance Program, more commonly referred to as SCHIP,
to cover more of the uninsured.

Within this framework of increased State flexibility, the Admin-
istration also plans to work with States to stem the growth of Med-
icaid costs and be able to ensure the fiscally prudent management
of the Medicaid and S–CHIP programs. A former Secretary once
said: The family is the original department of health, education
and welfare. The name of this Department may have changed, the
truth of the statement has not. America’s families are its strength,
and this Department is committed to doing everything in its power
to help better the lives of America’s families and their children.

We are proposing a number of new initiatives to help to improve
the quality of life of our Nation’s families, including a new after
school certificate program. We must be willing to invest in pro-
grams that support working families in order to move people from
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dependency to success in the work force. And one of the most im-
portant things that we in Government can do is help working fami-
lies to assist them in obtaining child care. Last year, the Congress
voted to provide a substantial increase in child care funding, and
this year, we’re asking you to take another step. The President has
proposed to dedicate $400 million for after school certificates to
help low income working parents to pay for after school care for
their children. We expect these after school activities to have a
strong educational component, helping children to achieve success
in school.

The budget also includes items on promoting stable families and
responsible fatherhood, maternity group homes, which is a new
program, a compassionate capital fund and a proposal to establish
a center for faith-based and community initiatives within the De-
partment. We also will increase funding for substance abuse pro-
grams by $100 million.

In addition to funding these priorities, we’re making changes at
HHS. We must never stop asking ourselves at that Department,
how can we do things better. One of the top priorities of this ad-
ministration and one of mine is improving the management of the
Health Care Financing Administration (HCFA). The demands in
this organization have grown dramatically in the last few years.
We must ensure that it has the necessary resources to successfully
administer the Medicare, the Medicaid and the State Children’s
Health Insurance Program (SCHIP) on which so many people de-
pend.

At the same time, we recognize that patients, providers and
States have legitimate complaints about the scope and the complex-
ity of the regulations and the paperwork that govern these pro-
grams. During my confirmation hearings, I said that HCFA needs
to undergo a thorough examination of its missions, its competing
demands and its resources. We’re currently in that process of un-
dertaking just that kind of comprehensive review that will make
some innovative changes. We will consider any and all options for
improving that agency and making it more responsive and an effec-
tive organization.

We must also look at the Department as a whole, and HHS will
continue to play a lead role in the Governmentwide effort to
streamline, simplify and provide electronic options for the grants
management processes.

Mr. Chairman, the budget I bring before you today contains a
number of different proposals. But one common thread binds them
all together. That is a desire to improve the lives of our American
citizens. All of our proposals, from enhancing scientific research to
modernizing Medicare, are put forward with this one simple goal
in mind. I know all this is a goal that is shared by all of you on
a bipartisan basis.

I am prepared to work with each of you to ensure that we de-
velop a budget for this Department that effectively serves the na-
tional interests. While this is not an exhaustive list of the Presi-
dent’s Blueprint, I have outlined some of the President’s top prior-
ities for the Department of Health and Human Services.
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I would now be happy to answer and entertain any questions
that you may have. And I thank you for giving me this opportunity
to be here.

[The prepared statement of Secretary Thompson follows:]

PREPARED STATEMENT OF HON. TOMMY G. THOMPSON, SECRETARY, U.S.
DEPARTMENT OF HEALTH AND HUMAN SERVICES

Good Morning, Chairman Nussle, Congressman Spratt, and Members of the com-
mittee. I am honored to appear before you today to discuss the framework of the
President’s FY 2002 budget for the Department of Health and Human Services.

As I have noted on other occasions, I accepted the position of Secretary of this
Department because I believe that there is no other job in America where you have
a greater opportunity to help people to actually make a difference in people’s lives
and improve the quality of life they lead. President Bush has outlined an ambitious
agenda for the nation, and I take great pride in the fact that this Department will
play a major role in carrying out his plans. I would be less than candid if I did not
acknowledge the vast scope of the challenges that lie ahead of us, but I am confident
that we will be able to work together in a bipartisan fashion to successfully meet
them.

If we are to succeed in improving the lives of the people of this great nation, we
must be willing to take another look at the way we do things on the national level.
We must no longer be content to do things a certain way because ‘‘that’s how we’ve
always done it″; but must instead be willing to reform our business practices and
seek innovative ways to manage our programs. And while we know that the Federal
Government has an important role to play, we must also recognize that we must
look to others to State and local governments, to community faith-based organiza-
tions, to academic and religious institutions for new and creative approaches to solv-
ing public problems. The President and I share this view, and I am proud to say
that it is reflected in the budget framework he has put forward.

The framework I present to you today keeps the promises the President has made
and proposes new and innovative solutions for meeting the challenges that face the
nation. It seeks to enhance the groundbreaking research being conducted at the Na-
tional Institutes of Health; modernize Medicare and expand access to quality
healthcare; increase support for America’s families; and reform the way the Depart-
ment’s operations are managed. Our proposals also reflect the President’s commit-
ment to a balanced fiscal framework that puts discretionary spending on a more
reasonable and sustainable growth path, protects Social Security and other priority
programs, continues to pay down the national debt, and provides tax relief for all
Americans.

Mr. Chairman, the total HHS request for FY 2002 is $ 471 billion (budget author-
ity) and $468 billion (budget outlays). The discretionary component totals $ 55.5 bil-
lion (budget authority). Let me now highlight some of our major proposals.

ENHANCING RESEARCH AT THE NATIONAL INSTITUTES OF HEALTH

The National Institutes of Health (NIH) is the largest and most distinguished bio-
medical research organization in the world. The research that is conducted and sup-
ported by the NIH, from the most basic research on biological systems to the effort
to map the human genome, offers the promise of breakthroughs in preventing and
treating any number of diseases. A top priority for this Department is ensuring that
the NIH continues to have the resources necessary to help turn these promises into
a reality.

To this end, the framework I present to you today includes a Presidential Initia-
tive to double NIH’s FY 1998 funding level by FY 2003. For FY 2002, we are propos-
ing an increase of +$2.75 billion, which will be the largest increase ever for NIH.
This funding level will enable NIH to support the highest level of total research
grants in the agency’s history.

With any large increase in resources, there also comes the increased challenge of
making sure that those resources are managed properly. I take this responsibility
very seriously, and NIH will be working to develop strategies to ensure that we are
managing taxpayer dollars in the most efficient and effective way.

MODERNIZING MEDICARE AND EXPANDING ACCESS TO QUALITY HEALTHCARE

Of all the issues confronting this Department, nothing has a more direct effect
on the well-being of our citizens than the quality of health care. Our budget frame-
work proposes to improve the health of the American people by beginning the proc-
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ess of modernizing Medicare, including the addition of a prescription drug benefit;
and by expanding access to quality health care.

IMMEDIATE HELPING HAND

For 35 years the Medicare program has been at the center of our society’s commit-
ment to ensuring that all of our seniors enjoy a healthy and secure retirement. But
the Medicare program is more than just a social contract between the government
and the elderly, it is a commitment that our society has made to our seniors, as
well as to the disabled. Honoring this commitment means not only making sure that
the program is financially prepared for the wave of new beneficiaries that the aging
of the babyboom generation will bring, but ensuring that current beneficiaries have
access to the highest quality care.

When Medicare was created in 1965, prescription drugs were not the integral part
of health care that they are today and coverage for them was not included as part
of the Medicare benefit package. But what was acceptable 35 years ago is simply
unacceptable today. As a first step toward remedying this situation, the President
has put forward an Immediate Helping Hand (IHH) prescription drug proposal. This
proposal gives immediate financial support to States so that they can provide pre-
scription drug coverage to beneficiaries with limited incomes or high drug expenses.

The IHH proposal would complement and build on plans that are currently avail-
able in almost half the states, and under consideration in most others. The IHH
would be fully funded by the Federal Government and would provide States with
the flexibility to choose how to establish coverage or enhance existing plans. Individ-
uals with incomes up to $11,600 and married couples with incomes up to $15,700
who are not eligible for Medicaid or a comprehensive private retiree benefit would
pay no premium and no more than a nominal charge for prescriptions. Individuals
with incomes up to $15,000 and married couples with incomes of up to $20,300
would receive subsidies for at least half the cost of the premium for high-quality
drug coverage. The IHH plan also includes a catastrophic component that would
cover any Medicare beneficiaries with very high out-of-pocket drug costs. The Presi-
dent’s proposal would provide immediate coverage for up to 9.5 million beneficiaries
while we work to enact broader Medicare reform.

The Immediate Helping Hand is a temporary plan to help our Nation’s seniors
who are most in need of assistance with their prescription drug costs. The benefit
will sunset in 4 years or as soon as a comprehensive Medicare reform and prescrip-
tion drug benefit is implemented. However, this plan is critical because it provides
assistance to millions of Americans this year. The President is committed to provid-
ing a prescription drug benefit to all Medicare beneficiaries and wants to work with
Congress in a bipartisan fashion to see this happen.

The President believes comprehensive Medicare reform needs to be enacted at the
same time as a prescription drug benefit. As I have already mentioned, the Medi-
care program has not kept pace with modern medicine. Today, Medicare covers only
53 percent of the average senior’s annual medical expenses and the program’s bene-
fits package is lacking. In addition, Medicare is facing a looming fiscal crisis. A full
assessment of the health of both the Part A and Part B Trust Funds reveals that
spending exceeds the total of tax receipts and premiums dedicated to Medicare and
that gap is expected to widen dramatically. Even without the financing problem,
Medicare modernization would be necessary to ensure beneficiaries get high quality
health care. President Bush wants to devote $153 billion over the next 10 years on
urgently needed Medicare modernizations that will help improve the financial
health of the program and the addition of a prescription drug benefit for all Medi-
care beneficiaries.

EXPANDING COMMUNITY HEALTH CENTERS

While modernizing Medicare is the cornerstone of our healthcare agenda, we are
also proposing steps to strengthen the health care safety net for those most in need.
Community Health Centers provide high quality, community based care to approxi-
mately 11 million patients, 4.4 million of whom are uninsured, through a network
of over 3,000 centers in rural and urban areas. The President has proposed to in-
crease the number of health center sites by +1,200 by FY 2006. As a first install-
ment of this multiyear initiative, we propose to increase funding for Community
Health Centers by +$124 million. We will also be looking at ways to reform the Na-
tional Health Service Corps so as to better target placement of providers in areas
experiencing the greatest shortages.
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INCREASING ACCESS TO DRUG TREATMENT

The problems caused by substance abuse affect not only the physical and mental
condition of the individual, but the well-being of society as a whole. Nationwide, ap-
proximately 2.9 million people with serious substance abuse problems are not re-
ceiving the treatment they desperately need. To help close this treatment gap, we
propose to increase funding for substance abuse treatment by +$100 million. These
funds will be used to increase the Substance Abuse Block Grant, the primary vehicle
for funding State substance abuse efforts, and to increase the number of Targeted
Capacity Expansion grants, which seek to address the treatment gap by supporting
strategic and rapid responses to emerging areas of need; including grants to organi-
zations that provide residential treatment to teenagers.

INCREASING SUPPORT FOR AMERICA’S FAMILIES

William Bennett once said that ‘‘the family is the original Department of Health,
Education, and Welfare’’, and while the name of this Department may have
changed, the truth of this statement has not. America’s families are its strength,
and this Department is committed to doing everything in its power to help better
the lives of America’s families and children. We are proposing a number of new ini-
tiatives to help improve the quality of life of our nations’ families; as well as to in-
crease support for the charitable organizations that can make such a difference in
people’s lives.

AFTER SCHOOL CERTIFICATES

One of the lessons I learned during my years as Governor of Wisconsin was that
for people to move from dependency to success in the workforce, you had to be will-
ing to invest in programs that support working families. One of the most important
things that we as a government can do to help working families is to assist them
in obtaining high-quality child care. Last year the Congress voted to provide a sub-
stantial increase in child care funding, and this year we are asking you to take an-
other step to help working parents, and their children, be successful. The President
has proposed to specifically dedicate $400 million for After School Certificates with-
in the Child Care and Development Block Grant. This would help low income work-
ing parents to pay for the costs of after school care for their children. We expect
these after school activities to also have a strong educational component, helping
children to achieve success in school.

PROMOTING SAFE AND STABLE FAMILIES

Our budget framework takes a number of steps to help protect our most vulner-
able and at-risk children and to help them live safe and productive lives. First, we
propose a +$200 million increase for the Promoting Safe and Stable Families pro-
gram, which supports State and Tribal child welfare agencies in carrying out family
preservation and support services. These additional funds will be used to help keep
children with their biological families, or if it is not possible for them to safely re-
main with them, to place them with adoptive families. We will also provide an addi-
tional $2 million to expand collaborative Federal/State child welfare monitoring ef-
forts. Second, we propose to create a new $67 million initiative within the Promot-
ing Safe and Stable Families program to assist children of prisoners. This initiative
will provide grants through States to assist faith and community-based groups in
providing a range of activities to mentor children of prisoners and probationers, in-
cluding family-rebuilding programs, that serve low-income children of prisoners and
probationers. Finally, we propose an additional +$60 million for the Independent
Living program. These funds would be used to provide vouchers, worth up to $5,000,
to youths who are aging out of foster care so that they can obtain the education and
training they need to lead productive lives. Funds could be used to pay for either
college tuition or vocational training.

MATERNITY GROUP HOMES

One of the toughest problems we face in trying to end the cycle of dependency
is children having children. These teenage mothers have often suffered abuse or ne-
glect themselves and may not have a safe and supportive family environment in
which to raise their babies. To begin removing the obstacles to success that these
mothers and their children face, we are proposing $33 million for a new Maternity
Group Homes program. This program will support State efforts to work with organi-
zations that operate community-based, adult-supervised group homes for teenage
mothers and their children as well as to provide certificates to young mothers to
obtain supportive services. These homes will provide a safe and nurturing environ-
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ment for young mothers while offering the support necessary to help them and their
children to improve their lives.

PROMOTING RESPONSIBLE FATHERHOOD

Helping young mothers is an important part of our program to assist America’s
families, but it is also important that we recognize the critical role that fathers play
in the lives of their families.

Our budget framework includes $64 million to begin an initiative to promote re-
sponsible fatherhood by providing competitive grants to faith-based and community-
based organizations that work to strengthen the role that fathers play in their fami-
lies’ lives. These funds will be used to support programs that help low-income and
unemployed fathers and their families to avoid dependence on welfare, and to fund
programs that promote successful parenting and marriage. Of these funds, $4 mil-
lion will be used for special projects of national significance.

COMPASSION AND CHARITABLE GIVING

The President has been a leader in recognizing the important role that charitable
organizations play in delivering services to the public, and we are proposing a num-
ber of steps to increase Federal support for these groups. First, we are requesting
$67 million to establish a Compassion Capital Fund. Through public and private
partnerships, these resources will be used to provide start-up capital and operating
funds to qualified charitable organizations so that they can expand or emulate
model social services programs. To complement this Compassion Capital Fund, we
also propose to create a $22 million fund to support research on ‘‘best practices’’
among charitable organizations. Our budget framework also includes $3 million to
establish a Center for Faith-Based and Community Initiatives in the Department
in accordance with the President’s recent Executive Order. Finally, we have in-
cluded a proposal to encourage states to provide tax credits for contributions to des-
ignated charities that work to address poverty. Under this proposal, States would
be allowed to use Federal funds provided through the Temporary Assistance for
Needy Families program to partially offset revenue losses that resulted from the tax
credits.

REFORMING THE MANAGEMENT OF THE DEPARTMENT’S OPERATIONS

For any organization to succeed, it must be willing to change. We must never stop
asking ourselves how can we be doing things better. But we must also recognize
that we do a disservice to all that rely on this Department if we do not provide the
resources necessary to effectively administer our programs. In preparing our budget
framework, we began the process of evaluating the programs and business practices
of this Department and identifying the areas where we can do a better job of man-
aging taxpayer resources, as well as those areas where new investments are re-
quired if we are to successfully administer our operations.

HEALTH CARE FINANCING ADMINISTRATION REFORM

One of the top priorities of this administration is improving the management of
the Health Care Financing Administration (HCFA). The demands on this organiza-
tion have grown dramatically in the last few years, and we must make sure that
they have the necessary resources to successfully administer the Medicare, Medic-
aid, and State Children’s Health Insurance programs on which so many people de-
pend. At the same time, we must recognize that patients, providers, and States have
legitimate complaints about the scope and complexity of the regulations and paper-
work that govern these programs. During my confirmation hearings, I said that
HCFA needed to undergo a thorough examination of its missions, its competing de-
mands, and its resources. We are currently in the process of undertaking just this
kind of comprehensive review, and we will consider any and all options for improv-
ing the agency and making it a more responsive and effective organization.

INVESTING IN DEPARTMENTAL INFRASTRUCTURE

The only way that this Department can effectively serve its many clients is if we
commit to making the necessary investments in our management and infrastruc-
ture. One of the challenges in a large, decentralized Department such as HHS is
finding ways to bring together diverse activities and to develop coordinated systems
for managing our programs. Our budget framework provides the resources necessary
to continue modernizing our facilities, and proposes steps to begin the process of
streamlining our financial management and information technology systems so that
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we can enhance coordination across the Department and eliminate unnecessary and
duplicate systems.

It is critical that we invest in the modernization of the laboratories and office fa-
cilities in which many of our most important activities occur. With this goal in
mind, we are requesting $150 million to continue a major revitalization of labs and
scientific facilities at the Centers for Disease Control and Prevention. We have also
included funding for the Food and Drug Administration to finish construction of the
Los Angeles laboratory and to continue development of the new headquarters facil-
ity in White Oak, Maryland.

For financial management, we propose to invest an additional $50 million to move
toward a unified financial accounting system. The Office of Inspector General has
cited major problems with the Department’s current system structure, which in-
volves five separate accounting systems operated by multiple agencies. We plan to
replace these antiquated systems with one or two unified financial management sys-
tems that will increase standardization, reduce security risks, allow HHS to produce
timely and reliable financial information needed for management decisionmaking,
and provide accountability to our external customers.

In the information technology arena, we are proposing $ 30 million for a new In-
formation Technology Security and Innovation fund. Currently, the Department’s in-
formation technology systems are highly decentralized, heterogeneous, and vulner-
able to exploitation. Funds would be used to implement an Enterprise Infrastruc-
ture Management approach across the Department that would minimize our
vulnerabilities and maximize our cost savings and ability to share information. With
this approach, we will be able to reduce duplication of equipment and services and
be better able to secure our systems against viruses and network intrusion.

As the largest grant-making agency in the Federal Government, this Department
will also continue to play a lead role in the governmentwide effort to streamline,
simplify, and provide electronic options for the grants management processes. As
part of the Federal Grant Streamlining Program, we will work with our colleagues
across the government to identify unnecessary redundancies and duplication in the
more than 600 Federal grant programs, and to implement electronic options for all
grant recipients who would prefer to apply for, receive, monitor, and close out their
Federal grant electronically.

REDIRECTING RESOURCES

Being a wise steward of taxpayer resources means not only recognizing where you
need to invest, but also where resources can be redeployed to more effective uses.
In preparing our budget framework, we carefully reviewed each agency, identified
areas where funding could be redirected, and made targeted reductions in selected
programs. Funds for one-time projects and unrequested activities were also elimi-
nated, and the monies redirected to higher priority programs. These decisions,
which were made in accordance with the President’s overall fiscal goals, will help
to moderate the growth of the Department’s budget and put it on a more sustain-
able path.

Last year, Congress took an important step to protect the integrity of the Medic-
aid program by passing legislation to address the ‘‘upper payment limit’’ loophole,
which allowed states to draw down billions of dollars in Federal matching payments
for hospitals and nursing homes without any assurance that these payments were
used for their intended purposes. But this legislation only partially addressed the
problem, because it created a higher upper payment limit for non-State government
operated hospitals. Our budget proposes to go even further in closing the loophole,
by prohibiting new hospital loophole plans that were deemed approved after Decem-
ber 31, 2000 from receiving the higher upper payment limit proposed in the Depart-
ment’s final rule implementing the upper payment limit legislation.

In addition to taking steps to further address the Medicaid ‘‘upper payment limit’’
loophole, the administration plans to work with States to develop ideas that will im-
prove States’ ability to provide quality health care through their Medicaid and State
Child Health Insurance Programs. Within this framework of increased State flexibil-
ity, the administration also plans to work with States to stem the growth of Medic-
aid costs and ensure the fiscally prudent management of the Medicaid and SCHIP
programs.

WORKING TOGETHER TO BUILD A BETTER NATION

Mr. Chairman, the budget I bring before you today contains a number of different
proposals, but one common thread binds them all togther a desire to improve the
lives of the American people. All of our proposals, from enhancing scientific research
to modernizing Medicare, from expanding access to care to increasing support for
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the nation’s families, are put forward with this one simple goal in mind, and I know
this is a goal we all share.

As you begin to consider our proposals, let me leave you with one final thought.
Senator Everett Dirksen said of the legislative process: ‘‘You start from the broad
premise that all of us have a common duty to the country to perform. Legislation
is always the art of the possible. You could, of course, follow a course of solid opposi-
tion, of stalemate, but that is not of the interest of the country.’’ Starting from this
premise, I am prepared to work with each of you to ensure that we develop a budget
for this Department that effectively serves the national interest. I would be happy
to address any questions you may have.

Chairman NUSSLE. Mr. Secretary, thank you so much for your
testimony.

I would like to dive right into a topic which has been talked
about quite a bit on Capitol Hill over the last week, and it involves
Medicare and its inclusion in the President’s contingency fund as
presented in his budget. There has been a very high degree of
angst concerning that, and I want to get your take on that. You
said in your testimony, and I’d like you to amplify that, my under-
standing from the President’s budget and from your testimony
today is that Medicare is for Medicare is for Medicare is for Medi-
care is for Medicare. Is there anything that you have to change
that understanding?

Secretary THOMPSON. I would just add one more, it’s for Medi-
care.

Chairman NUSSLE. It’s for Medicare. [Laughter.]
So regardless of how it’s called, where it’s put, lock boxes, contin-

gency funds, here, there, in a mattress, in a mason jar in the back
of my back yard, which I’d certainly volunteer for if somebody
would like to put it there, Medicare is for Medicare.

Secretary THOMPSON. That is correct.
Chairman NUSSLE. And it’s your intent that based on the Presi-

dent’s budget that there be an immediate need for about $153 bil-
lion of that for Medicare modernization and an Immediate Helping
Hand.

Secretary THOMPSON. That is correct.
Chairman NUSSLE. There is also some who have suggested that

if Medicare modernization can move even more quickly than at
first it was believed to be able to move, in a much more expedited
fashion that in fact more of that Medicare trust fund surplus could
be used for that type of reform. Is that correct?

Secretary THOMPSON. That is absolutely correct. The President is
adamant about trying to get through this session, and especially
this year, a Medicare reform package, one with prescription drugs.
What the President and what I’m very concerned about is that the
prescription drug proposal is the one that everybody wants to pass.
And it’s more contentious and more comprehensive and more dif-
ficult to pass Medicare reform.

But the President and I personally and strongly urge Congress
to work with us on a bipartisan basis to streamline, modernize and
make Medicare more efficient, include prescription drugs therein,
and give our senior citizens more options. We will work with any-
body in this committee or anybody in the Congress to accomplish
that goal.

Chairman NUSSLE. If we prepare a budget here on Capitol Hill
which segregates the entire HI trust fund surplus into a different
sort of mechanism than the President’s contingency fund as we
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write that budget, would you have any objection to that way of pre-
paring the budget, so that we end all confusion about where Medi-
care is and should be?

Secretary THOMPSON. Mr. Chairman, the Congress certainly can
do that. The administration does not believe that is necessary. But
if Congress feels that that is the way to go, we will strongly sup-
port you.

Chairman NUSSLE. The administration has not been here long
enough to endure the concerns that have been expressed over the
last probably six to 8 years involving Medicare and its use. I think
it’s a well established principle now, particularly in the House of
Representatives, that we put that in a lock box and lock it away
not only financially, but lock it away politically so that it can’t be
used for anything else, as well as cannot be used rhetorically
against any one particular person or party. I think it would be wise
if we construct the budget that way.

I would just like to end my questioning with a question with re-
gard to Medicare reform in general. And I’ve never been this ada-
mant about a Medicare reform proposal that I’m about to be right
now. I’ve been willing to consider alternatives as a band-aid or as
a tourniquet to the situation that we find ourselves in with Medi-
care as we move forward. But I must tell you, Mr. Secretary, that
if I have to go home one more time and present one more Medicare
bill that allows rural areas in this country to continue to take a
back seat in reimbursement for its Medicare providers, you can
count me out of the reform.

I’m willing to step up and do whatever we need to do to modern-
ize this program. I think that all of us on this committee are will-
ing to engage in that. We’ll even engage in that, I hope, in a bipar-
tisan way. But I must tell you, we cannot, as far as I’m concerned,
this is just one member speaking, proceed with a Medicare pro-
gram that allows the kind of discrepancy between reimbursements
that we have seen over the last years. I would just ask if you share
that concern. You may not be able to make it as emphatic as I can.

But do you share that concern? Is this one of the cornerstones
or goals that you hope to achieve to try and take out that reim-
bursement discrepancy that we’ve seen over the last 10, 20 years?

Secretary THOMPSON. Mr. Chairman, there’s no question there’s
an inequitable situation as far as reimbursement and payment in
the Medicare funds. I come from a State like yours that has had
those abuses and has had that kind of disparity in payments. But
you know as well as I do that formula fights are probably the most
contentious of any kind of a fight in Congress. I’m hopeful to work
with you on a bipartisan basis in which we will not take from some
States and give to other States, because I don’t think it’s going to
pass.

So what we have to do is find ways to infuse some dollars to
make more equitable payments, so that we treat more uniformly all
the States and give everybody the opportunity to be treated equi-
tably. For that I am very much in favor and am going to work with
you and with anybody in this Department to accomplish that. I
would take your admonition very seriously and hope that we can
work very quickly, hard, on a bipartisan basis, to develop an effi-
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cient Medicare system that needs to be streamlined and more equi-
table. I’m confident we can do that if we’re willing.

Chairman NUSSLE. We welcome your partnership in that regard
and appreciate your testimony. Now I’d like to recognize Mr.
Spratt.

Mr. SPRATT. Thank you very much, and thank you for your testi-
mony.

I think the confusion starts with the New Beginnings budget
that was sent up last week. In particular, if you have one available
to you, it’s Table S1, page 185. That particular table starts by cit-
ing the baseline surplus, $5,644,000,000. It then backs out the So-
cial Security surplus, which we’ve agreed to do for lock box pur-
poses. But there’s a glaring omission. Even though the Republican
leadership brought to the Floor a bill that had bipartisan support
to lock box Medicare, and also back it out, set it aside, this table
omits that step.

It then goes on, deducts the tax relief estimate, $1,620,000,000,
and deducts several initiatives, $153 billion for the Helping Hand
and Medicare modernization, additional spending of $20 billion
debt service, and then contingencies, $842 billion, which the Presi-
dent cited in his speech and other witnesses have cited as the cush-
ion fund. The assurance that if these projections don’t pan out or
spending is higher than projected, the tax cut will end up taking
more revenues away, we’ve still got $842 billion there as a margin
of error.

But in truth, that $842 billion contains the Medicare trust fund,
the HI trust fund surplus. So that’s the reason we’re saying, based
on Table S1, that you’re counting the Medicare trust fund surplus
in a general contingency account. It doesn’t say contingencies for
Medicare. It says contingencies, general contingencies. And wit-
nesses, beginning with the President, have said this is available,
this is our assurance that if we backslide and these numbers go
wrong, we’ve got this much cushion in there.

Do you think this chart is in error?
Secretary THOMPSON. I don’t think the chart is in error. But I

think the conclusion or interpretation may be. I certainly would not
say that you’re in error, Congressman. What I’d say is that I think
there’s some confusion. Let me try and explain.

As we all know, Part A of the Medicare fund is going to have a
surplus of about $525 billion over the course of the next 10 years.
Part B is going to have a deficit of $1,200,000,000. And the Presi-
dent feels that we should streamline all of Medicare, Part A and
Part B. It’s impossible just to separate Part A and say there’s a
surplus when Part B, which is also part of Medicare, has a deficit
of $1,200,000,000.

But saying all that, the President also has made it crystal clear
that the $525 billion is for Medicare. In Congress, there’s a law on
the book that says that every person is entitled to Medicare, and
the only way it could be changed is if Congress would change it.
And I don’t think this Congress is about to change that.

So that money, whether you call it a contingency or for Medicare,
it is for Medicare, and that money will be spent for modernizing
and improving Medicare for this country.
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Mr. SPRATT. Well, therefore, the general contingency fund has to
be reduced by $373 billion, $153 billion you’re dedicating to Medi-
care for Helping Hand and Medicare modernization. You back that
out of the $526 billion you get $373 billion. But that money is not
for general contingencies. It’s just for Medicare, if I hear you right.

Secretary THOMPSON. If the $153 billion is not enough, that
money can be used and should be used for improving and stream-
lining and reorganizing Medicare.

Mr. SPRATT. But for no other purpose?
Secretary THOMPSON. For no other purpose.
Mr. SPRATT. Would you have any objection then if we passed the

lock box legislation as we proposed?
Secretary THOMPSON. I am not at liberty to say that, Congress-

man. That is something that has been decided by OMB to put it
in this category. But this money is for Medicare. And the only peo-
ple that could actually change that are the people in this room and
the people in the Congress. I don’t think that this Congress is
about to do that.

Mr. SPRATT. Well, I think the best thing for this Congress to do
is go ahead and pass the legislation, enact the legislation we
passed in the House.

One other source of confusion is that you began your testimony
and this blue book states that despite statements, despite impres-
sions, Medicare is not in surplus. The HI trust fund is maybe in
surplus, but Medicare is in deficit.

I have two problems with that. One is, a deficit implies that the
overall amount of money that’s being spent in excess of what’s
being collected from payroll taxes and premiums is a mistake. I
mean, we don’t intend deficits. In truth, what you’re calling a defi-
cit now is a policy designed subsidy, present as a feature of the
Medicare program from its very beginning.

So the language of this report, your language earlier, converts a
subsidy that was intended, part of our policy, something that comes
out of the general fund, we’re committing this much out of the
Treasury for Part B of Medicare. You take that and use a really
pejorative, at least around here, the word deficit has negative con-
notations. It suggests something that was done wrong, something
done by mistake, something we need to correct and reverse, as op-
posed to the fact that this is really a subsidy we intended all along.

Secretary THOMPSON. Congressman Spratt, I do not in any way
try to impugn or make pejorative remarks whatsoever. Let me try
and rephrase it.

Part B, over the next 10 years, is going to have more expendi-
tures. If you call it subsidy or you call it deficit, there’s going to
be more outgo than income, about $1,200,000,000. And you put
Part B and you put Part A together, there is less money coming
into Medicare than what’s going out. You can call it—if you want
to call it subsidy.

Mr. SPRATT. You called it a subsidy. We intended it, we designed
it. We invented it, it’s a feature of the program. It’s not a deficit,
because that implies that——

Secretary THOMPSON. But the President and the administration
and I do not believe, then, that you can truly say that you only can
look at Part A and say there’s a surplus. We think you have to look
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at both Part A and Part B and we think, and I don’t want to get
into a position of saying you said, I said. I’m here in a very humble
way to tell you that we need to fix Medicare.

And I want to work with you, Congressman, to do that. I want
to do it on a bipartisan basis. I want to fix both Part A and Part
B, and I’ve got ideas and I know you have some ideas. I would like
to be able to sit down with you in your office, discuss them and
come up with a solution so we can both walk away from here a
year from now and say, you know, we passed a Medicare bill on
a bipartisan basis, it’s going to be secure for our Senior citizens,
there’s a prescription drug, there’s some options in there. And it’s
financially solvent for a long time in the future.

That’s my goal, that’s the President’s goal, and that’s what we
want to do, Congressman.

Mr. SPRATT. I welcome the opportunity. But the language mat-
ters. If you say something is a deficit when it’s really a subsidy,
it matters to the ultimate outcome, how you analyze it.

Secretary THOMPSON. All I can say is I come from Wisconsin and
I apologize if I’m not up to speed on your jargon yet, but I will try
and learn as fast as I can, sir.

Mr. SPRATT. You were just sworn in a few minutes ago. I doubt
that you wrote this. I’m not necessarily directing it at you, I’m di-
recting it at whoever wrote this policy. Because it takes the whole
matter, in my opinion, and stands it on its head.

Let me mention one other problem, the light’s on and I’ll come
back later. In 1993, the Medicare HI trust fund was almost scrap-
ing bottom.

Secretary THOMPSON. Right.
Mr. SPRATT. Projections showed that by 1999, it would be in a

deficit position, a true deficit position, an unintended one. And we
added various things to it. We also made reductions in the rate of
increase of Medicare payments.

As a consequence, we’ve been able to build up this surplus in the
Medicare HI trust fund. And we’ve been able to extend the solvent
life of that particular trust fund for financing inpatient care until
past 2020, a substantial improvement over 1999. And we’re pretty
proud of that.

But one of the ways we’ve done it is by saying this money is dedi-
cated to that purpose, and that’s the purpose the trust fund served.
When I read the statement here, in New Beginnings, it suggests
to me that trust funds don’t serve a purpose. I think they do serve
a purpose. There’s a certain fictional aspect to them. But I think
by dedicating, earmarking and preserving funds that are intended
for a certain purpose, they do fulfill a function.

But if you take what we have accumulated and will accumulate,
the $526 billion that we will accumulate additionally for the Medi-
care HI trust fund over the next 10 years, and use some of that
to pay for Medicare prescription drugs, which we all know is going
to be very expensive, then you’ll only shorten the life of the HI
trust fund. When we look at your layout here, we get the distinct
impression that what you propose to do is use that trust fund, that
surplus, to pay for additional coverage. We propose to use the gen-
eral surplus to pay for additional coverage, rather than dipping
into the Medicare trust fund, shortening its solvent life.
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Wouldn’t you agree that that’s the problem, if you’re going to pay
for it out of the Medicare HI trust fund, then you’ve just shortened
the solvent life of the HI trust fund?

Secretary THOMPSON. If you don’t make any other changes,
you’re absolutely correct. But if you make the changes and stream-
line and improve it, there’s going to be some efficiencies built in,
and that’s what I’m hoping for, and that’s what the President’s
hoping for, Mr. Spratt.

Mr. SPRATT. Well, according to your statement in Blueprint for
New Beginnings, we’ve got a $645 billion deficit in this program.
Do you think that you can squeeze $645 billion out with reforms?

Secretary THOMPSON. I can’t tell you that we can. I can tell you
that we’re going to try. And I can tell you that I need your help
in order to make that possible.

Mr. SPRATT. Well, I’m saying we need your help too by recogniz-
ing that if this is to be done, I doubt you can effect $645 billion
in cost reductions over 10 years. That is another strong signal that
you’ve got to set aside some of this general fund surplus to be used
for Medicare reform, prescription drugs and other things we both
say we’re committed to.

Secretary THOMPSON. Thank you.
Mr. SPRATT. Thank you very much.
Chairman NUSSLE. Just for members’ information, we will be

continuing the hearing. There’s a vote on, please vote and come
back and we’ll keep the hearing going.

Mr. Bass.
Mr. BASS. Thank you, Mr. Chairman.
Congratulations, Secretary Thompson.
Secretary THOMPSON. Thank you, Congressman.
Mr. BASS. It’s a real pleasure to see you there, and I’ll never for-

get listening to you talk about welfare reform. It was an inspiration
in a time when we needed it. It made a big difference in this coun-
try.

I also recognize that this is your first hour, if not your first day,
first hour, and I don’t really think it’s proper to go into great detail
at this point, except to talk about a couple of things. First of all,
I want to associate myself as strongly as I can with the remarks
of our Chairman, Mr. Nussle, about the AAPCC formula and how
that impacts the disparity in Medicare coverage for rural versus
urban and suburban areas in this country. I understand, to use a
colloquial term, that this is a food fight. However, it is a problem
that afflicts rural districts and rural areas all over this country.

Also, I want to ask you a couple of quick questions about the
President’s Medicare reform proposal. The Helping Hand is the
President’s prescription drug proposal, is that right?

Secretary THOMPSON. That is correct.
Mr. BASS. And it is different from his campaign proposal, which

was essentially a block grant, is that right? Or is this basically an
extension of that?

Secretary THOMPSON. It’s basically an extension of that, Con-
gressman, it’s more refined than it was in the campaign. But it’s
basically a block grant.

Mr. BASS. Does the budget submission include funding for both
Medicare reform and the Medicare prescription proposal?
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Secretary THOMPSON. Yes, it does, Congressman. It puts aside
$156 billion—$3 billion this year and $153 billion over the next 10
years—of which $46 billion is set aside for Helping Hand.

Mr. BASS. OK, good.
Mr. Chairman, those are the only questions I have. I’ll yield back

to you.
Thank you, Mr. Secretary.
Secretary THOMPSON. Thank you very much, Congressman.
Chairman NUSSLE. Thank you.
Ms. McCarthy.
Ms. MCCARTHY. Thank you, Mr. Chairman. I wasn’t expecting to

be up so soon.
Congratulations on being here.
Secretary THOMPSON. Thank you.
Ms. MCCARTHY. I personally think that you have probably the

hardest job among any of your colleagues. I’m a nurse, I spent 32
years as a nurse. Since I’ve been in Congress, trying to work with
HCFA and what’s been going on, God bless you. That’s all I can
say.

Secretary THOMPSON. Thank you.
Ms. MCCARTHY. One of the things that I want to bring up, obvi-

ously we all care about Social Security and Medicare. You know
with the BBI fix that we had to all of our State hospitals through-
out the country, the rural hospitals, certainly my hospitals back on
Long Island, in New York State, we tried to help them last year
by giving them more money to cover their Medicare reimburse-
ments, to keep up, actually just about the infrastructure of their
hospitals.

So with $645 billion that you’re talking about, how are we going
to keep up the rate of payments back to those hospitals to keep
them out of the red, because they didn’t have the reimbursements
in the past, when we did the balanced budget amendment? We
killed them. I mean, the rural hospitals, certainly hospitals we saw
closing, our home health care agencies with the red tape that they
have. This is a big problem.

I know in my office, I mean, everyone comes in to say they still
need help. My concern is certainly taking care of my senior citizens
as they get older. We have baby boomers in 2008, which is really
coming up, we probably know, anyone that’s over 50, each day
seems to only have 10 hours a day and not 24 hours a day, because
that’s how fast time goes.

But we do have some problems. And with the budgets that we’re
seeing, I really do have a concern that there’s not going to be the
finances there to do what we’re supposed to do. And that is my con-
cern.

How do you see, with the budget that’s been proposed, and all
the other things that, I actually did read the report, and everything
else. What’s going to be cut? I mean, there’s got to be cuts. There’s
got to be big cuts somewhere, just to cover the budget.

Secretary THOMPSON. There are going to be some reductions,
there’s no question about that. We’re still working on that, and I’m
sure I will be called back in front of this committee to testify when
the final budget document is up here. I’m not able to discuss the
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reductions as of yet, because we’re still arguing over some of them,
or discussing some of them, and making decisions.

I would like to point out that I need your help in regards to the
nursing shortage that is looming out there, and I would appreciate
any comments you might have. Because this is something that is
very important to this Department, to try and find a way to get
more people enrolled into nursing and take that as a choice in their
professions. It’s very bad.

Ms. MCCARTHY. I have a bill that I would love you to look at and
support that would help my nurses, in recruiting more nurses.

Secretary THOMPSON. I would appreciate that. But there’s no
question.

But the Department has been treated very fairly when you look
at the increases. We got an overall increase, the President tried to
hold the increases at 4 percent. And we are going to go up at 5.1
percent on our discretionary funding, and 8 percent overall. That’s
a very nice increase for the Department of Health and Human
Services. I know that the large share of that increase goes to NIH,
$2.75 billion.

But we’ve been able to reduce some other things, such as one-
time funding, which was $475 billion. There are some other things,
the $155 billion, Congresswoman, that was not requested. And we
have made some other adjustments, but we’re still working on
those. I’ll be more than happy to come back and discuss them with
you either personally or in front of this committee.

Ms. MCCARTHY. And I thank you for that. But I guess this is the
one thing that an awful lot of us are concerned about. Many of us
feel that we should actually be doing a budget first, before we have
tax cuts that are coming out. I feel very strongly on that, and I
come from an area where I’ll probably get killed on it, because I
happen to love tax cuts. I think I basically have always voted for
tax cuts since I’ve been here.

But when it comes down to looking at our budgets, and even just
the budget that you’ll be dealing with, and with the tax cuts going
first, I’m really afraid that Social Security and Medicare is going
to get the short end of it. And I’m really concerned about that. Be-
cause if we could deal with something for 5 years out, I could prob-
ably live with it. Ten years out, I mean, I just got hit with my oven
breaking down. That was not in my budget. Somehow I’m going to
have to try and find that money. I’ve got a 1994 car. It’s starting
to break down. I’m going to have to find money for that.

You know as well as I do that Government is the same. It’s just
got billions on the end, or trillions on the end. We still have to do
a budget. I really wish we could do a budget first, before we go look
at the tax cuts.

Secretary THOMPSON. Well, the President campaigned very
strongly on a tax cut. He is a man of principle and he does exactly
what he says he’s going to do.

Ms. MCCARTHY. Oh, I don’t mind that. We’re going to get a tax
cut.

Secretary THOMPSON. He feels very strongly, as I do, that tax
cuts are necessary to stimulate the economy and to improve the
economy and I think that you will find that this tax cut, it amounts
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to only 6 percent of the overall expenditure outlay. So I really think
that we can afford it, Congresswoman.

Ms. MCCARTHY. Thank you, Secretary Thompson.
Chairman NUSSLE. Thank you.
Mr. Gutknecht.
Mr. GUTKNECHT. For the benefit of some of our colleagues, this

is the Budget Committee, so I thought I’d share this with them. We
were just informed this morning that as of the first 3 months of
the last fiscal year, the Federal Government had generated sur-
pluses of $40 billion. As of the first 3 months of this year, we have
generated $74 billion in surpluses.

And I think there’s going to be more than enough money this
year and throughout the balance of the decade to provide for tax
relief. So I strongly support what the President is trying to do to
allow families to keep more of what they earn. I say that just in
response to the earlier line of questioning.

Governor, and I will call you Governor, in some respects I believe
that’s a much higher title than this one you get to keep for the rest
of your life. I have been a big admirer of you for many, many years
in the State of Minnesota. I don’t so much have a question, but I
do have a couple of comments. I think the President has chosen
wisely to put you in this position. This is probably, no, I think
without a doubt, this is the toughest position at the Federal level,
the job that you took the oath of office for this morning.

There are two very huge issues you’re going to have to deal with.
One is Medicare, and folded into that is prescription drug. And
then ultimately, as part of that as well, you have to deal with the
whole bureaucracy we know as the Health Care Financing Admin-
istration. Those are very, very difficult problems. We want to help
you as much as possible.

They are huge bureaucracies. And I want to talk a little bit about
what’s happening, just so that you understand where we have been
and where I have been on prescription drugs. I do believe that we
need to totally reform the Medicare system, as the President has
talked about, and then ultimately, there has to be included some
kind of prescription drug benefit, especially for those people who
are currently falling through the cracks. I absolutely believe in
that.

But I also believe that if we don’t do this right, there is simply
not enough money in Christendom to pay for the unlimited demand
for free drugs. I want to talk about what’s happening, because I’m
not certain that the people who work for you in the FDA will give
you the whole truth and nothing but the truth about prescription
drugs. I will just give you my perspective.

We were able to get a couple of things passed last year. One of
them was a small amendment that I had attached to a larger bill
that essentially said that the FDA has to, for personal importation,
let me explain the situation. And it’s not just about Canada. I
think we’ve heard an awful lot about what happens relative to
Americans going to Canada to buy prescription drugs, and now
there are at least three on-line services that are offering prescrip-
tion drugs to Americans.

But what’s happening around the world, and I’m a big believer
in free trade. I believe that trade ultimately is a very good thing.
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I also believe that we should not be in the business of setting price
controls. But on the other hand, it bothers me greatly that many
of these large pharmaceutical companies, who are now based in
places like Switzerland, are willing to sell drugs in Switzerland for
a fraction of what they’re willing to sell those drugs here in the
United States.

Let me give you an example. Let’s take a drug like Coumadin.
Coumadin is a drug that my dad takes, it’s a blood thinner, it’s one
of the most commonly prescribed drugs in the United States. The
average price for a 30 day supply in America is about $30. That
same Coumadin sells in Switzerland for $3. In other words, it’s $1
a pill here in the United States, it’s 10 cents a pill in Switzerland.

Now, we have free trade with Switzerland. Goods and services go
back and forth across the border, and yet the one area where
Americans could benefit enormously with free trade is in prescrip-
tion drugs. And as a result, there was a lot of confusion about what
the law was before. I tried to clarify that.

The issue that I raised, and what my amendment essentially said
was, the burden of proof is now on the FDA to prove that that is
not a legal drug in the United States. So what we said in the legis-
lation, which the President signed and we now have evidence the
FDA is at least moving to try and enforce, we said, you’ve got to
at least tell the consumer what is wrong with the drug that they’re
bringing into the United States.

So now at least they do cite the fact that, the new letter, and the
threatening letters are starting to go out again to seniors. I have
a copy of one. Let me just read for you what it says, because you
need to be aware of this, as the new Secretary.

The drug that was detained was a drug called Lipitor. The FDA
says that the article appears to be a new drug without an approved
new drug application. That’s what the FDA says in a letter to a
senior. Now, if you go to the FDA’s own web site, July 1998, they
list Lipitor as an approved drug.

Now, on one hand, we’re telling seniors and consumers that
Lipitor is not an approved drug, when clearly the FDA knows that
Lipitor is an approved drug. The argument that you will hear from
some of your people within the administration is, well, we cannot
absolutely guarantee that that is in fact Lipitor. And do you know
what? They’re right.

But please bear in mind that every day, millions of pounds of
food come into the United States. And it is the Food and Drug Ad-
ministration. We bring in everything from cheese to pork bellies to
strawberries to tomatoes. The truth of the matter is, we don’t know
whether there couldn’t be some kind of adulteration of any of those
products. We don’t carefully inspect every single tomato that comes
into the United States.

It seems to me that the FDA has in effect been helping the phar-
maceutical industry for a very long time in protecting them against
competition by building a wall disallowing imports as high as the
sky, and yet we have a very, very small threshold in terms of
drugs. I want you to be aware of that. Because I think there’s a
powerful case to be made here, and it does begin to fit with what
we’re doing here on the budget. Let me explain that.
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The best estimates that we have is, last year, we the Federal
Government, through the Veterans Administration, through medi-
cal assistance and other programs which we fund, we spent over
$5 billion, minimum, in fact, one estimate is as high as $15 billion,
that we spent last year on prescription drugs. If we simply began
to open up the markets and allow some competition within the
pharmaceutical industry, we could save the Federal Government at
minimum another 30 percent.

Now, 30 percent of $5 billion is over $1.5 billion. That would go
a long way to helping to solve this problem for those seniors who
currently are falling through the cracks.

So I do hope that you’ll take an open mind in looking at the leg-
islation we passed last year. There is no such thing as absolutely
safe. Even today, in hospitals in America today, and I hate to
admit this, but there are patients who get the wrong medication.
It happens. So we can never protect everybody from every unfore-
seen thing.

But I want to close with this point, and this is not a question,
but for your own edification, that it isn’t the responsibility of the
Federal Government to protect consumers absolutely. We can never
do that. And in the day and age, a FedEx package, for example,
if you sign for a FedEx package, they’ve got a bar code on that,
they know when it was picked up, and at almost any point in the
transmission of that package from the sender to the receiver,
FedEx can tell you exactly where it is, with bar coding technology.
We now have probably the best control we possibly can have in
terms of making certain that what left the factory or what left the
pharmaceutical supply house in Switzerland will be exactly what
comes into this country.

So I really do hope that we can work together, because I think
it is a serious problem. I respect the people at the FDA. On the
other hand, I think we have to understand that there is no such
thing as perfectly safe. We can be within a small fraction of guar-
anteeing that that is in fact Lipitor that’s in that package, and we
know that Lipitor is an approved product. If they want to sell
Lipitor for 10 cents on the dollar for what they sell it in the United
States in other countries, the FDA should not be allowed to stand
between American consumers and lower drug prices.

Thank you, Mr. Chairman.
Chairman NUSSLE. The gentleman’s time has expired.
Secretary THOMPSON. Congressman, could I quickly just make a

couple of statements? First off, I agree with you and I thank you
so very much for your understanding. I appreciate the job that
you’ve done. I’ve watched you right next door, and I’m very im-
pressed by your abilities and what you’ve been able to do as a Con-
gressman.

But secondly, I want to find out about those letters. Because I
personally take Lipitor, and it better be an approved drug, or else
my doctor’s in trouble.

I would like to see those letters, and I would like to also work
with you and I would hope that we would be able to get our FDA
director through the process quickly, because we want to make
some changes in the overall running of the whole Department,
make it much more responsive. And if you’ve got threatening let-
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ters, I would like to hear from you and I would like to take them
up with the people. So please give me a copy of them.

Mr. GUTKNECHT. We’ll be happy to give you copies. Thank you.
Chairman NUSSLE. Thank you, Mr. Gutknecht.
The gentleman from Washington, Mr. McDermott.
Mr. MCDERMOTT. Thank you, Mr. Chairman.
Mr. Secretary, as you assume the Wisconsin seat on the Cabinet,

we hope that we can have as good a working relationship with you
as we did with Secretary Shalala.

Secretary THOMPSON. I can absolutely guarantee that, sir.
Mr. MCDERMOTT. OK. I want to pursue something that Mr.

Spratt talked about, in part because I sat on the Medicare Commis-
sion for a year and went through that whole process.

Secretary THOMPSON. I know you did.
Mr. MCDERMOTT. I know that you as you assume your job are

assuming a job of a trustee. And one of the things of a trustee is
to report immediately to the Congress whenever the board is of the
opinion that the amount of the trust fund is unduly small. That’s
a heavy responsibility that you have.

I have behind me this chart which illustrates what is going on
in this budget book. On page 14 of your budget document, you state
that Medicare as a whole is in deficit over the next 10 years for
$645 billion. Those are your—that’s the administration’s figures.

Then if you turn to page 51, you say you can address Medicare’s
existing problems plus add a prescription drug benefit for only
$156 billion between now and 2011. Now, I understand that you’re
including modernization or some kind of change in Medicare.
That’s inherent in that statement.

I would like you to tell us how you’re going to save the 400 and
some odd billion dollars, $489 billion. Is it increases in payroll
taxes? Or is it cuts to payments to providers? Or is it cuts of bene-
fits? I mean—or maybe bigger copays? Where are you going to get
$489 billion? To have put that together and said it’s there, it’s nice.
I’ve been doing this a long time.

Secretary THOMPSON. I know you have, Congressman.
Mr. MCDERMOTT. I like specifics. I want to know what percent

you think you’re going to get from cutting providers when we do
our reform of Medicare, or what benefits are we taking away, or
what copays are we increasing? Or are we simply going to go out
and raise the payroll taxes? Some place you have to come up with
the difference between this and that. That’s $489 billion.

Secretary THOMPSON. Congressman, first off, let me tell you that
the President believes we should take a look at the total Medicare
package, both Part A and Part B, and that he does not feel you can
just separate and say that you’ve got a surplus in one and that
you’ve got a subsidy, to use the words of Congressman Spratt, in
Part B. We have not, the administration nor my Department, has
sat down yet or has had the time to do so, Congressman, to really
be able to answer your question specifically. We do not know if
there’s going to have to be any of the things that you’ve said. We
do not know what we’re going to be recommending as a Medicare
reform. I can tell you we’ve been having meetings and the meetings
have been going well. But there has not been any definitive deci-
sions as to any of the things you’ve mentioned, or any other
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changes in Medicare that might be able to bring you that kind of
savings.

I know you like specifics. I like specifics. But I can tell you that
we’re not there yet, and that’s all I can answer at this point in
time.

Mr. MCDERMOTT. You were Governor for 14 years, I was the
ways and means chairman in the State of Washington and I wrote
five budgets in a row. So I know a little bit about it, and so do you.

Secretary THOMPSON. Yes, sir.
Mr. MCDERMOTT. What other places could you come up with

money if you don’t cut benefits, don’t cut providers, don’t increase
copayments or increase the taxes that are going into it? What other
way could you fill that gap?

Secretary THOMPSON. There are the possibilities, Congressman,
that we have to completely look at Medicare, look at the ways in
which we’re going to use the tax code, look at ways we might infuse
some new dollars. I don’t know what they would be. I do not know
at this point in time how we would make those changes. I can tell
you that we’re working on them, and I’ll be coming back to discuss
it with you and to the other members on this committee as soon
as we are able to come up with our final package. Hopefully that
will be soon, but I can’t at this point in time tell you when it’s
going to be.

Mr. MCDERMOTT. I hope that your package comes up before we
pass the tax package.

Secretary THOMPSON. I’m not saying that it will.
Mr. MCDERMOTT. Because if we’re giving all the money away and

it comes up that you need some dough, I’m afraid where it’s coming
from. I think that’s why many of us are opposed to the President’s
or the Congress’s rush to pass the tax cut before you see this budg-
et. Because if it turns out in the end that you want to reduce the
payments to providers, I think the medical association and the hos-
pital association all ought to have a chance to come in here and
say, hey, wait a minute.

Secretary THOMPSON. I’m sure they will.
Mr. MCDERMOTT. We did that in 1997, and we’ve been adding

back every year since because of cutting too much. I think it’s very
clear to everybody on the committee, you have not got the facts, the
details. I didn’t expect you would. And my feeling is we should not
be moving with a tax cut until we have the facts.

I want to just ask one other question. I know that as Governor,
or in the past at least, you have been supportive of the use of stem
cells in research for Parkinson’s Disease and for Alzheimer’s dis-
ease and spinal cord injuries and diabetes and a whole other cat-
egory of illnesses. When you came in, or perhaps the administra-
tion—I don’t know how much of a part you played in it, was to
bring into question whether the stem cell research at the National
Institutes of Health is going to go on.

I would hope you would look at that very, very, very carefully.
Because the only hope for most of those illnesses is some continu-
ing research about how you can take early stem cells and recreate
or redo brain cells or spinal cord cells. I think that it would be a
terrible mistake to roll back the provisions of the order of the
President, the last President. I think that it is very important, and
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I hope that you will at least take this guy’s view of it into mind
when you do it. Because I think it would be a serious mistake to
say to the National Institutes of Health, stop the research in these
areas.

Secretary THOMPSON. Thank you very much for your advice on
both subjects, Congressman. I will take all of your comments very
seriously. I would like to point out that I believe that the President
is correct that we can have both Medicare reform, save money, and
have a tax cut. That’s number one. Number two, I am taking my
decision very seriously on stem cell research. I am somewhat con-
cerned about the legal opinion that allowed NIH to proceed based
upon the Federal law that now exists in this country.

But I am seriously considering it. I will take your admonitions
to heart and I will continue to do so, because I believe very strongly
in the need for research.

Mr. MCDERMOTT. Thank you.
Chairman NUSSLE. Mr. Thornberry.
Mr. THORNBERRY. Thank you, Mr. Chairman.
Mr. Secretary, over the next few weeks, you and all of us are

going to hear a lot about Medicare funding from various accounts.
It is in large measure a political tactic to try to scare people about
Medicare to attack the tax plan. We know that that’s coming and
we’re going to hear a lot more about that. But I have to tell you,
I am conducting my town meetings this year on health care. I be-
lieve that the challenge for you and us and Medicare has really less
to do with how much money we put into it than what the system
is like.

Just thinking about some of the comments made to me this past
weekend, one lady in tears who is a physician’s assistant’s wife, be-
cause they’re putting their house on the market, not just because
of low reimbursement rates in a rural area, but because they have
not been reimbursed for several months. They’re too afraid to come
to my office for help, because they have been threatened in some
way or another. A doctor, who’s a leading cancer doctor, knows of
a treatment they use at M.D. Anderson down in Mr. Bentsen’s dis-
trict, but yet HCFA prevents them from doing that same treatment
except on an inpatient basis where it is of course far more expen-
sive to do.

All sorts of providers talk about requiring to change the billing
codes by a certain date and then HCFA didn’t have theirs changed
by that date, so they had to go back and resubmit everything. The
list goes on and on. I guess with your considerable reputation for
reform and some of the very good people you’ve got working with
you, are you going to look at this thing from the ground up? Be-
cause a lot of people who have looked at this believe that we’ve got
to scrap HCFA and start from scratch.

Secretary THOMPSON. Thank you very much for the question, be-
cause I have many ideas in regards to what we have to do. There’s
no question, in my prior life as Governor, I was probably one of the
biggest critics of HCFA in this country. I have come out and I have
spent a day out on the campus at HCFA, looked it over, talked to
a lot of people. The first thing I have to have is my HCFA director
confirmed by the Senate and put in place.
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Number two, this Congress, and I’m not being critical, this Con-
gress has put a lot more responsibility on HCFA in the last 5
years. HIPAA alone is adding lots of rules and regulations with no
increase in personnel and very little increase in resources.

Number three, the resources at HCFA are not what you would
call modern day. I don’t know if this Congress knows about this,
but HCFA spends $375 billion and they do not yet have a double
entry bookkeeping system. It is unheard of to think that an agency
that runs the largest health insurance company in America doesn’t
have a double entry bookkeeping system. That went out in 1911,
and HCFA is still using a single entry bookkeeping system.

Number four, the computer systems at HCFA need to be modern-
ized. I don’t know if this committee knows it, but we have over 200
different computer systems in the Department of Health and
Human Services, several that cannot talk to one another. And
we’re running a department with that kind of equipment.

Number five, HCFA’s got some great people. They’ve got a lot of
responsibilities. We’ve got to time the rules and the changes in
those rules either on a quarterly or semiannually or an annual
basis, instead of sending them out and saying, oh, we made this
rule last week, and because you didn’t know about it, that’s your
problem. We should be able to put it out there so the patient, the
provider, the States and this Congress knows that this rule is com-
ing and it’s going to change prospectively instead of retroactively.

Number six, we have to make sure we take a look, and maybe
HCFA’s got too much responsibility. Maybe Medicare and Medicaid
should be split. Maybe SCHIP should be in a different area. These
are things we want to look at.

I want to come back with a whole litany of changes. Because
when I was going through the confirmation process, Democrats and
Republicans and Independents alike, everybody came to the same
conclusion. Everybody loves to hate HCFA. And I told the people
at HCFA, maybe we should even change the name. What is a
HCFA? [Laughter.]

So I’ve got lots of ideas. I want to make lots of changes. But I’m
going to have to have the support of this Congress in order to do
it. First thing, we’ve got to have a double entry bookkeeping sys-
tem. Secondly, we’ve got to have a computer system that everybody
can tie into, the providers and the Department as a whole. Then
we have to put the rulemaking on a different plateau than what
it is.

If we can make those changes with a new administrator, I’m con-
fident you’re going to see a change of attitude and a change of di-
rection at HCFA. I am dedicated and passionate, as you can tell,
to accomplish that, Congressman. Thank you for the question.

Mr. THORNBERRY. Well, thank you for your answer. That’s the
most encouraging news, just seeing the fire in your eyes, that I’ve
seen in quite some time. I’ve got some proposals that I’m introduc-
ing this week to deal with the paperwork requirements. Have your
folks come up with an estimate as to how much of our health care
dollar in Medicare is consumed by paperwork or regulations, either
from the Government side or from the provider side?

Secretary THOMPSON. I’ve heard anecdotally that it’s 18 to 19
percent. But I can’t come here and say to you, Congressman, that
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I know for a fact that it is. But I’ve heard that. I’ve heard it as
a Governor. And I’m sure it is high.

But another thing, and I’m going to throw this out here, and it’s
probably not the place to do it, but it needs to be said. When Medi-
care was passed in 1965, there was a deal made that the Blues,
which I have a great respect for, are the only ones that could pro-
vide the vendor payments. Therefore, you’re limited in the Federal
Government, to contract with other providers.

There are a lot, as everybody knows, there have been a lot of
changes in the computer system. Just that one change, and maybe
reduce the number, but that also is contentious. I’m throwing it out
there because I would like to get people to start thinking about
this. There need to be some changes in how we contract. But HCFA
is limited to who they can contract with. I think you want the best
product, the best service, which I do, and I think we should not be
limited to who we can contract with.

Mr. THORNBERRY. Thank you, Mr. Chairman. Good luck, Mr. Sec-
retary.

Secretary THOMPSON. Yes, lots of luck, everybody says. [Laugh-
ter.]

Thank you.
Chairman NUSSLE. Mr. Bentsen.
Mr. BENTSEN. Thank you, Mr. Chairman.
Mr. Secretary, it’s good to see you today. I have a few questions.

One, I’d like to ask for the record, and then I’d like to get back to
what Mr. McDermott discussed. Also, at the outset, I want to echo
what Mr. McDermott said about the stem cell research. I had a 10
year old constituent, Carolyn Rolley, from my district in my office
the other day. She suffers from juvenile diabetes. Her parents are
very concerned about whether or not your agency is going to over-
turn the previous administration’s executive order.

So I would hope you’d take a hard look at that.
Secretary THOMPSON. I’m going to, Congressman.
Mr. BENTSEN. I appreciate that.
Second of all, for the record, the President’s budget blueprint

talks about changes in health professions funding. And I assume
this may well include things like medical education, graduate and
indirect medical education. That has tremendous impact on the
teaching hospitals of this country, including those in my district. I
would like to get for the record from your office what ideas you all
have in mind and whether you’re looking at a different funding
structure, whether you’re looking at a universal funding structure
or what. When those of us who represent large medical centers,
read something like that, it raises a few flags.

Secretary THOMPSON. Congressman, that decision has not been
finally made yet, but it will be made relatively soon.

Mr. BENTSEN. And it’s a difficult question.
Secretary THOMPSON. It is.
Mr. BENTSEN. It’s something that Congress has been grappling

with for quite some time. As you probably know, we ratcheted it
down in 1997, we’ve been ratcheting it back up since then. But we
still have a somewhat inefficient funding structure in that area.

Secretary THOMPSON. Thank you for that background informa-
tion.
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Mr. BENTSEN. Going back to the whole question of the Medicare
trust funds, I appreciate your comments today that the Medicare
funding is only going to be used for Medicare. I will tell you, you
may want to talk to your OMB director. Because his comments last
week really do not comport with your statement. And quite frankly,
the President’s budget blueprint, which I know you’re familiar
with, does not either.

I want to walk through some of the numbers with you, if I could.
And I know you’re new on the job, so I’m not going to hold you to
it too much.

But both to use your comments that Medicare is for Medicare,
and to use the logic that the OMB director and the President had
and you echoed today, that you should look at Medicare Part A and
B together, Federal law notwithstanding, and in fact, the OMB di-
rector last week didn’t seem to understand that it would take Con-
gress to change that law. I think you made that clear today.

But the fact is, the President’s budget doesn’t show a $500 billion
future trust fund surplus, which are encumbered funds to future
beneficiaries. So if we back that out of the $842 billion contingency
fund, that leaves us with $342 billion left there.

Now, the $153 billion that’s the Medicare modernization, my first
question is, does that come out of those trust fund receipts? The
question I have for that is——

Secretary THOMPSON. No, out of that $526 billion?
Mr. BENTSEN. Yes.
Secretary THOMPSON. No. It does not.
Mr. BENTSEN. It does not?
Secretary THOMPSON. No, it doesn’t.
Mr. BENTSEN. So I think really for mathematical purposes or ac-

counting purpose, we need to back that out of the $342 billion
that’s left in the contingency fund. That leaves us $186 billion.
Now, this would——

Secretary THOMPSON. Can I just interrupt? I’m sorry, I don’t un-
derstand why you would back that out. Because that is over and
above the $526 billion.

Mr. BENTSEN. You’re right, I take that back. It’s a separate line
item in the President’s budget.

Secretary THOMPSON. Right.
Mr. BENTSEN. The point being that the President’s contingency

fund, if you take out the $500 billion, is down to about $350 billion.
If you take out the extra $150 billion that we’re spending on the
income tax reduction bill that’s up this week, because it was scored
higher than what was assumed in his budget, we’ve really chopped
that contingency fund down to very little. So I think that’s a prob-
lem we have to deal with.

Now, I want to go back to the long term reform issues that you
talked about. If you take the $500 billion and use that for reform
rather than pay out obligations that are against that $500, because
that is encumbered money, would you agree?

Secretary THOMPSON. That is.
Mr. BENTSEN. So how do you reform the system in the future if

you use that money and are not double counting it without a, cut-
ting benefits, b, raising taxes or copayments or premiums, or c, in-
curring additional debt in the future? Because as you know, in your
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own experience as Governor of a State, once the funds are encum-
bered, you have to make them up somewhere down the line. I think
that’s the concern. And I appreciate the fact that the administra-
tion wants to reform Medicare, wants to streamline Medicare, and
at the same time, add more benefits to it.

But I think you’ll be familiar with the experience that we’ve had
in the Medicare Plus or Medicare Choice program, where we want-
ed to give recipients more options under Medicare, bring HMOs
and managed care entities into the Medicare system. What we
found is, they couldn’t survive in the system, they started backing
out, and the only way we could keep them in there was to pay
them more money.

So what I’m trying to figure out is, even double counting the
$500 billion to use that for reforms, how do you make up that
money in the future? And how do you plan to streamline the sys-
tem? I know you said you haven’t written a plan. But do you all
really think that you can get efficiencies equaling $500 billion or
more if you use the trust fund balances.

Secretary THOMPSON. I can’t answer that at this point in time,
Congressman. I wish I could. And I don’t want to come here and
sound evasive, because I’m not. You’re going to find that I’m very
candid and I’m very direct. But the plan has not been put forth.
It has not been scored. We’re working on it. But I am encouraged
by what we’ve been able to see that we can make some efficiencies
in Medicare.

And I have been very encouraged, both yesterday in the Senate
Budget Committee and today, that there seems to be a lot of bipar-
tisan spokespeople that are willing to look at Medicare and find
ways to reform it. I think we should dedicate ourselves this year
to do that. I can’t tell you how we’re going to save that amount of
money. I can’t tell you what benefits are going to be added or
changed at this point in time. I wish I could, but I can’t. All I can
tell you is, this administration is dedicated to reform and stream-
line Medicare with prescription drugs included.

Mr. BENTSEN. Would you agree with this, we can only count the
$500 billion once?

Secretary THOMPSON. Absolutely.
Mr. BENTSEN. Thank you. Thank you, Mr. Chairman.
Chairman NUSSLE. Mr. Sununu.
Mr. SUNUNU. Thank you very much, Mr. Chairman.
I want to begin on that point, Mr. Secretary, because I think it’s

worth repeating, that the degree to which this administration is
committed to modernizing the Medicare system, and to talk about
real reforms and real changes that I hope and I believe will result
in more choices for beneficiaries, and a better working system. And
the administration recognizes that it isn’t necessarily going to be
free.

I think that is a marked step from where we were with the pre-
vious administration that believed by just waving a magic wand
and saying the trust funds were hereby twice as large as they were
previously that we had somehow done something fundamental
about Medicare solvency, or more important, about improving the
program. I think we are at an historic point, because Democrats
and Republicans recognize that real changes are needed.
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I also want to touch on some of the phraseology and jargon that
has been used today. There was a suggestion that the Part A,
which has a surplus in it of, the projection of $500 billion, that that
money somehow represents encumbered funds. I don’t think that’s
entirely accurate. It’s really a legal authorization that we now have
to pay benefits through the Medicare system, something we know
we need to do, we will do. But the fact remains that this system,
taken as a whole, isn’t solvent. It may be that in its original de-
sign, there was intended to be a subsidy.

But we need to think about, as legislators, what that subsidy is.
And if we take Part A, which has a surplus, it may well have a
surplus, but we also know that that surplus and the legal ability
to pay benefits is exhausted in 12 to 15 years. So there may be a
surplus there, but the fact is, it isn’t in any actuarial balance, it
isn’t safe and sound in perpetuity. In Part B, there has been a very
large subsidy by design. But at the same time, that doesn’t mean
an open ended commitment to run subsidy rates or deficits in the
hundreds of billions or trillions of dollars. No one wants a system
that bankrupts future generations for the sake of us as legislators
or as families.

I’d like you to talk a little bit about modernization at this point.
I know you don’t have specifics, but in particular, talk about the
prescription drug benefit. Medicare Choice, which Mr. Bentsen was
talking about, is the one part of Medicare that right now has a pre-
scription drug benefit. And it’s the one part of Medicare that at the
end of last year we tried to add funding to make that reimburse-
ment rate more fair, to keep people in the system. And even with
that additional funding, the providers through Medicare Choice are
getting less on average than the cost of beneficiaries who are under
fee for service.

I think that that’s an idea place to start to help expand the abil-
ity of beneficiaries to get access to prescription drugs. My question
for you is, what kinds of programs or opportunities have you seen
at the State level that you would want to bring with you now to
the Federal level as we try to modernize Medicare and in particu-
lar add a prescription drug benefit to Medicare?

Secretary THOMPSON. First, Congressman, thank you for your
comments. Because you laid it out as well as anybody has ever laid
it out, and I applaud you for it. If I misspoke about earmarking,
I’m sorry. The truth of the matter is that there is a responsibility
of the Federal Government to pay this money to anybody that
reaches the age of 65.

The HMO that you’re talking about with prescription drugs I
think is a big step forward. I would like to see an expansion of
that. I would like to see us work on that and make it much more
palatable to people to choose. Every State right now is looking at
SCHIP, ways to expand that, to develop ways to reduce the number
of uninsured in America. In my home State of Wisconsin, we ex-
panded SCHIP with a waiver after it took us 18 months to get that
waiver. I’m very appreciative that we finally got it.

But we have been able to have our uninsured drop below 7 per-
cent. I think in Wisconsin, we’re either the first or second or third
in America for the least number of uninsured.
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But other States are doing that. There are a lot of innovative
ideas out there that I think this Congress and my Department
should take a look at and categorize and come back with a plan to
reduce the number of uninsured in America; and do things to re-
fine, streamline, make more options for Medicare, so that people do
have a choice.

Mr. SUNUNU. You mentioned waivers under Medicaid and the
fact that at least in the recent past it has taken many months, in
some cases several years, to get those waivers that would enable
States to implement new ideas, new programs for health care, pre-
scription drugs or what have you through the Medicaid program
with greater flexibility, to tailor a program to meet their needs.
What will the administration’s policy be on granting and reviewing
waivers and are there any other specific areas where, as a Gov-
ernor, you saw success in the ability to deliver benefits better
through the welfare reform legislation that you might want to
carry through to a review of the effectiveness of Medicaid’s deliver-
ing benefits?

Secretary THOMPSON. First let me talk about waivers. I made a
decision that after a period of time, I don’t know what that period
of time is going to be, if HCFA has not made a decision that it’s
going to then be reviewed directly by the Secretary’s office as to
what’s wrong, and we’re going to comment and we’re also going to
contact the Governors and the legislators of that respective State
to find out why it has not been granted, what the problems are and
how we might be able to modify it so it could be granted.

I’m trying to change their attitudes instead of them trying to find
reasons to say no, change their attitudes to try to find a reason
why it will not work. Since I have been Secretary for 30 days, we
have already approved five waivers that I have personally gotten
involved in. And, I am personally going to get involved in expedit-
ing the waiver process for the Department of Health and Human
Services.

In regards to welfare reform, I think the fact that the TANF
grants were flexible enough to allow States to try innovative
things. Instead of a rush to the bottom, we’ve seen just the oppo-
site, a rush to the top, where States have come in with innovative
ideas to provide welfare services. But more than that, they provide
services to help people get off of assistance and into the job market.
I think that has really been one of the best social changes in the
last 50 years in this country.

Mr. SUNUNU. I appreciate your willingness, and it sounds odd to
say, but your willingness to trust people at the State level to make
good decisions. Because I certainly believe in that approach. I want
to conclude by offering you the obligatory good luck.

Secretary THOMPSON. Thank you. I need that. And I need a few
prayers as well, sir.

Chairman NUSSLE. Ms. Hooley.
Ms. HOOLEY. Thank you.
Congratulations on being just sworn in. I also want to associate

myself with our Chair when he talked about AAPCC. I’m from a
State, Oregon, where we are very, very low reimbursement for
Medicare, and looking forward to seeing that bottom brought up.
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It really needs to happen, it’s just killing us in States like ours and
in the rural communities.

I also want to just hope that on behalf of the 1 million children
that suffer from juvenile diabetes that you will keep the NIH
guidelines in place so we can continue the stem cell research going
on, and allow scientists to continue their valuable research in this
area. I hope you will support that.

Secretary THOMPSON. Congresswoman, let me point out three
things. Number one, your Governor has already been in with legis-
lators on both sides of the aisle talking to me about a waiver.

Ms. HOOLEY. I know he has. I was going to ask you about that
waiver, too.

Secretary THOMPSON. It has not been introduced yet, but I think
it’s got some merit. I want to review that. I’ve got a great deal of
respect for your Governor, and I think the whole opportunity to
combine those is sort of innovative. I’m glad you’re supportive of it.

Secondly, in regard to——
Ms. HOOLEY. Stem cell research.
Secretary THOMPSON. No, the second was——
Ms. HOOLEY. Oh, AAPCC.
Secretary THOMPSON. Yes. The reimbursement. I want to be crys-

tal clear. I come to this job from my vantage point of being a Gov-
ernor for 14 and a half years, and representing both an urban and
rural State. I’ve fought very much with the reimbursement for-
mulas, like you are, and like so many people that I’ve heard today.

But I just want to put a cautionary note in, that we have to find
a way so that we don’t take from an urbanized State in order to
do that.

Ms. HOOLEY. I understand that.
Secretary THOMPSON. Because all that will end up then is a re-

imbursement fight and nobody wins. I would like to be able to work
with you and work with the members of this committee on a bipar-
tisan basis to see if we can’t come up with a more equitable for-
mula.

Third, in regards to diabetes, it’s going to become epidemic in
this country. It’s going to become epidemic. I was just down at
CDC. I spent a day there. There are so many things out there that
we have to do, and childhood diabetes to me is something that we
have to address as a Nation.

I don’t think the Federal Government, and I’m not being critical,
I’m just making a statement, I don’t think the Federal Government
has done enough on prevention. We have to do more, if we’re going
to really solve the health care needs of our society, and diabetes is
one of them, we have to get into the mode of being more preven-
tive. We have to be talking to people about exercise, about eating
properly and correctly.

And that’s going to do more to stem the diabetes epidemic that
faces this country, and it’s going to get worse in the years to come.

I happen to believe very much in research, and stem cell re-
search, there are prohibitions in the law. And I am concerned
about the legal interpretation of what’s going on right now. I think
we have to have a fresh review, which I intend to do, but I am
going to do it in a very systematic way, and I’ll be back with you,
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Congresswoman, to discuss my findings as soon as they are com-
pleted.

Ms. HOOLEY. I have just a couple more quick questions. Recent
research on brain development for children has shown how impor-
tant that zero to 3 years of age is.

Secretary THOMPSON. Absolutely.
Ms. HOOLEY. And it highlights really the necessity for quality

care during that time. One of those programs, and there are other
programs, Head Start has provided comprehensive early childhood
development services to low income children since 1965. We know
the program works, and yet there are hundreds of thousands of
children that are eligible but we don’t have any place for them.

Last year, we increased Head Start by 19 percent, which serves
an estimated 70,000 children. I want to know if we can count on
you and this administration to continue increasing that vital fund-
ing.

Secretary THOMPSON. Once again I have to rely upon my past life
and tell you, Congresswoman, that Wisconsin was one of the first
States in order to put a State subsidy in to Head Start so we could
deal with more children. I happen to be passionate about it. I be-
lieve Head Start is one of those Federal programs that’s worked
better than what Congress had expected.

Ms. HOOLEY. It has.
Secretary THOMPSON. And we have to make sure that we take

care of that population, because those children are going to be our
future leaders. We’ve got to get them prepared to go to school. And
this happens to be something that this President is adamant about.
He wants to make sure every child is ready to learn to read when
they go to school, and is able to learn. He believes very strongly
in Head Start. I think that you’re going to find this administration
very forceful in improving Head Start wherever we possibly can,
building upon the successes that we’ve had in the past.

Ms. HOOLEY. Well, I am looking forward, Mr. Secretary, to hav-
ing this administration put their money where their mouth is and
to make sure that in fact, more, additional money goes into Head
Start. Then just lastly, I know you met with the Governor, I’m glad
you brought up the waiver. I hope it doesn’t take as long as it took
Wisconsin to get its waiver. And I will look forward to working
with you on that waiver.

Secretary THOMPSON. Well, I can’t act on it until it’s first intro-
duced.

Ms. HOOLEY. I understand that. It will be.
Secretary THOMPSON. OK, thank you very much. But I want to

make sure that what we do is correct and lawful, which I insist
upon. I will expedite waivers.

Ms. HOOLEY. Good. It’s a great, innovative program, that has
made a difference to our State. Thanks.

Secretary THOMPSON. Thank you.
Ms. HOOLEY. Oh, by the way, good luck. I forgot to say that, I’m

sorry. [Laughter.]
Secretary THOMPSON. Thank you very much. I need that more

than anything right now.
Chairman NUSSLE. Mr. Kirk.
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Mr. KIRK. Mr. Secretary, I represent an area of Illinois just below
cheesehead land, in Lake County, Illinois.

Secretary THOMPSON. It’s good to see you again, Congressman.
Mr. KIRK. Thank you. I have a question about the administration

of Medicare. Let me describe two of my constituents. Jan
Vanderhoof lives in Lake County, Illinois, and received notice from
the previous administration that her Medicare managed care op-
tion was being dropped. Her 1941 dance partner, Col. Erwin
Bruckman, who lives in Cook County, Illinois, still has that Medi-
care managed care option.

Why did they choose managed care under Medicare? Because it
offered a prescription drug benefit. So Jan now does not have that
benefit. We are talking so much about offering that benefit, but the
previous administration dropped her. And Erwin still has it.

The reason for the divide is because we calculate Medicare reim-
bursement rates based on county boundaries. Those boundaries
made sense back in the 1960’s, when the city of Chicago would be
all included within one county, Cook County. Those days have long
since passed, and the city of Chicago now stretches over many dif-
ferent counties.

So I am faced with heavily suburban communities above and
below Lake Cook Road, which divides Lake and Cook Counties Ev-
erything depends on which side of that road you are on. Above that
road, there is no prescription drug benefit, and no managed care
option. Below that road, you’re still good to go.

Would it be possible to move beyond the outdated county lines
to something that would make more sense for the modern subur-
ban reality of America, like Metropolotan-Statistical-Sampling
areas, in calculating Medicare reimbursement rates?

Secretary THOMPSON. That’s one question that has not been
thrown at me yet, Congressman. What you have just indicated
seems to me possible, but even more so plausible and something we
should look at. I can’t give you a definite answer right now, be-
cause this is the first time I’ve heard about it. I’d appreciate it if
you’d send me a letter on that or call me, because I’d like to discuss
it further.

I’m one of those individuals that loves new ideas. I love ideas,
especially on how to change and improve. I say this for the benefit
of every person on this committee, if you’ve got an idea that you
would like us to take a look at, please give it to me, and you’ll find
that most of those we’ll be very receptive to. This one seems to be
an excellent suggestion.

Mr. KIRK. I’ll do that, thank you. Certainly for the suburbs of
Milwaukee, I think probably the same thing would be true.

Secretary THOMPSON. Probably. I didn’t know that it was a prob-
lem.

Mr. KIRK. I’d like to join with my Democratic colleagues also on
supporting stem cell research. The key area that seems to offer so
much promise is the Edmonton Protocol, co-funded by the NIH and
the Juvenile Diabetes Research Foundation. It’s my understanding
that we have 21 people who have been insulin-free for over 14
months. That is not a treatment for diabetes, that is a cure. I think
we are just on the edge of something, as you well know. I think
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stem cell research opens up the door. The Edmonton Protocol is
probably the best example of where we could go.

Lastly, I wanted to ask you about the GAO report that Medicare
was ″high risk.″ For us, we have got an estimate that roughly $14
billion of the $170 billion under Medicare’s fee for service payments
were improper. Last year, improper payments totaled about $12
billion, amounting to nearly 7 percent for all fee for service pay-
ments. You mentioned this in your testimony, talking about out-
dated, ineffective computer systems. Certainly while we need a
commission on Medicare’s future. Where do you think the Depart-
ment will be able to go unilaterally, just on the computer issue and
the payments efficiency issue?

Secretary THOMPSON. I don’t know if you were here for my an-
swer to another Congressman about what I intend to do at HCFA.
I’ve got lots of ideas, and I don’t want to repeat myself because so
many members are here.

But the error rate is down, it’s down to 6.8 percent. We had
made mistakes of $11.8 billion last year. That’s unacceptable to me.
It’s unacceptable to this Congress.

It’s going down, it was up to $22 billion 5 years ago, and it’s
down to about half of what it was. But can you imagine trying to
explain to somebody that your Department made $11.8 billion in
mistakes? It’s something that is unacceptable to me. I was shocked
when they told me that.

But the truth of the matter, HCFA’s administration doesn’t even
have double entry bookkeeping system. I was absolutely appalled
when I heard that. So we put some money into this budget for
what is called an integrated audit system that I hope that this
Congress approves.

We have over 200 different computer systems throughout the De-
partment. And a lot of those cannot communicate with one another.
How can you run a company that has the largest health insurance
company in the world, Medicare, or in this country, Medicare, with
a system that has a single entry bookkeeping system and comput-
ers that don’t work?

Then you limit, on top of that, HCFA from contracting to just a
few companies. That to me is contentious, because I’m sure that
people are going to say, well, they’re the best companies. And I’m
not going to argue about that. But the truth of the matter is, every-
body should have an opportunity to process the claims and put in
a thing. Maybe we’ve got too many contract vendors. If you want,
maybe we should reduce it down to three, four or five, put them
on a merit system, you make mistakes, you lose your contract.
Something real radical.

Mr. KIRK. Right. Mr. Secretary, I think I for one will be support-
ing you on that. Competition is the key answer. I also want to com-
mend you on the administration’s commitment to NIH and what
we’re doing there. I think we’re really laying the foundation for our
country’s legacy in the next century.

Secretary THOMPSON. It’s an amazing place out there. We are
very fortunate in this country to have the best doctors, the best re-
searchers and the best scientists working for the Department of
Health and Human Services and directly for the United States
Government. We have just awesome individuals, both at CDC and
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at NIH, that are doing just wonderful work. I’m very optimistic
that right around the corner, we’re going to have a breakthrough
in one of the major illnesses. I don’t know which one it’s going to
be, and I can’t give you a time, I wish I could. But what’s going
on at NIH to me is just amazing.

Mr. KIRK. Right out at Deerfield, Illinois, we’re launching a new
anti-AIDS drug, Cyletra, which is far more powerful than the one
currently on the market. I know people fighting HIV around the
world need it, and it’s that kind of innovation that has been spon-
sored by NIH.

Secretary THOMPSON. Thank you very much, Congressman.
Chairman NUSSLE. Mr. Kirk, you’re recognized to offer the Sec-

retary good luck.
Mr. KIRK. And good luck. Or buena suerte, I should say, lots of

luck. [Laughter.]
Chairman NUSSLE. Mr. Capuano.
Mr. CAPUANO. Thank you, Mr. Chairman.
Mr. Secretary, let me start right out, good luck. [Laughter.]
Secretary THOMPSON. Thank you.
Mr. CAPUANO. And also my deepest sympathies, because usually

those two things go along together.
Secretary THOMPSON. That’s true.
Mr. CAPUANO. I’d just like to make one comment before I get into

the main issues I want to discuss. I know you and the Department
will have something to do with this new faith-based initiative in
communities and the like. Having been raised as a Roman Catho-
lic, I feel in many ways that my religious affiliation has been both
guilty of and a victim of significant prejudices in the past and cur-
rently in this world today. I believe that many people of religious
faiths feel that way about their particular religion, and I know that
Wisconsin is a relatively diverse State. I know that many of your
residents feel the same way.

My only concern when it comes to the Federal Government get-
ting deeply involved with funding faith-based organizations is to
make sure that we do not fund faith-based organizations that are
discriminatory against other faiths. My faith is my faith, and it’s
really nobody else’s business, your faith is yours. To me, again,
this, this budget document is not the place to discuss that at the
moment.

But as we get into that, my hope is that everyone in the adminis-
tration remembers their own personal and their own political expe-
rience back home, wherever they come from, because discrimina-
tion is not unique to the Catholic faith, it is not unique to the Jew-
ish faith or to Blacks or to Hispanics or to women. Many people
that I know have experienced it in one way or another, many of
whom have been related to religious issues.

So again, I don’t expect that you would disagree with that. But
as you go about your particular aspects doing the faith-based stuff,
I would hope that you keep that in mind and reiterate it inside the
administration.

The issue that I want to pursue again is the Medicare. I think
that everyone here understands the difference between A and B.
We’re all pretty smart about that stuff, we all understand it pretty
well. It’s very interesting that one of the previous questioners made
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a comment that even A, with its surpluses today, is not currently
actuarially stable. There are still significant problems right down
the road, even with A, never mind B. I found that very interesting.

I accept your comments, and nobody here today has pushed you,
I certainly won’t push you to tell us today, right now, what you’re
going to do about Medicare, what your proposals are going to be.
We understand that, and that’s fair.

At the same time, you cannot answer us how much any of those
are going to cost.

Secretary THOMPSON. That’s right.
Mr. CAPUANO. If you’re going to improve the audit system, it’s

going to be a cost. Now, maybe the cost will be less than the $11
billion you save, and I’m sure it will be, but there will be a cost.
There will be a cost to dealing with teaching hospitals. There will
be a cost to dealing with prescription drugs. There will be some
costs along the road and if the $11 billion is what we’re talking
about, $11 billion isn’t going to cover the problems we currently
have. They might cover the cost that we’re going to add. But it
won’t cover the problems that we currently face in A and B.

Actually, the thing I like best about this budget document is on
page 51, where in two different places, there’s a discussion about
treating Medicare as a whole and treating the solvency of Medicare
in its entirety, which I presume to read means A and B together.
I agree with that wholeheartedly. I don’t think we should be sepa-
rating the two. None of my constituents know the difference. None
of the taxpayers I know that pay it know the difference. They just
know we’re paying Medicare money and we want Medicare to be
safe.

So I accept everything you’ve said, and I really like the assur-
ances you’ve given, which we did not get earlier, that these monies
that are now currently a surplus in one portion of Medicare will be
there to deal with whatever it is that we come up with Medicare.
Even if we come up with nothing, dealing with them together. I’m
very happy about that.

However, I will tell you that I personally would feel a lot better
if this budget document recognized that in writing. There’s a hun-
dred ways to do it. There’s no one way to do it. We can all disagree
on how to do it. Anything that was done here would be good. And
I don’t see that here. Now, maybe it’s here, and I would love to be
pointed to where it is in the book, but I don’t see it, except the as-
surances that I’ve gotten from you. And again, I take you at your
word, but you’re not the President just yet, and I’d like to hear it
from higher.

For instance, one of the options we could have is simply leave it
in the Part A trust fund. Just leave it there. Nobody says we have
to take it out. Leave it there to take care of the problems that Part
A has already been pointed out that you know exist, we all know
exist. If you don’t want to leave it there, how about having a piece
of this budget simply say, OK, we’ll take it out of Part A, but we’re
going to appropriate it, right now, without any discussion, to Part
B. There’s two trust funds, let’s appropriate it into the Part B trust
fund.

Again, that’s not the only way. You could have, in Massachu-
setts, we’ve had several areas, matter of fact, it’s a very good finan-
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cial tool, to have pour-over trust funds. When you have to much in
one trust fund, it immediately pours over to the other. Maybe we
should have a piece of legislation saying that would work.

There are hundreds of other options, even a very simple thing
like on the table that was pointed out by Mr. Spratt on page 185,
simply taking that 800 and whatever it was, $842 billion in contin-
gencies and separating it into two lines, one line for general contin-
gency of whatever the number is going to be, $200 billion, $300 bil-
lion, and another line that simply says, Medicare only contin-
gencies. I would feel comfortable with that. Again, I would like
more. But that’s something. We don’t have any of that in this budg-
et document.

And I would urge you, with all I can, to do more than simply give
us your assurances. Again, I don’t mean to question you on it, but
at the same time, you and I may not be here. And we all know that
last year, Mr. Greenspan was here last week and he was discussing
his concerns with the end of year last year spending frenzy. I think
he’s right, we did have a spending frenzy last year, I think it’s a
legitimate concern.

But I also want to point out that the leadership in neither the
House nor the Senate has changed since last year. Now, we tried
our best to change it, but it didn’t change. And if the leadership
doesn’t change, I have no assurances we’re not going to have an-
other spending frenzy.

And I will tell you that though I have absolutely no problem
bringing pork home to my district, that’s what I’m here for, my dis-
trict didn’t get much of that pork. And if I had some, maybe I
wouldn’t be complaining so much. [Laughter.]

But it didn’t. I have no assurances that we’re not going to have
another spending frenzy, and there’s nothing here that says I
won’t. As long as there’s an $842 billion contingency sitting there
that’s not earmarked for Medicare, we have the same risks we had
last year.

The last thing, since I’m running out of time, that I want to talk
about, is simply, I know that before you were Governor you were
a State representative. As a member of that legislative body, I
would be shocked, I’d be shocked if you or any other responsible
member of any legislative body would sit and pass a budget pro-
posal that cannot answer so many important questions, if nothing
else, Medicare alone. It simply says, oh, pass a budget, spend all
this money, give all these huge tax breaks.

I want to make it real clear, real clear for the 500th time, no
one—I shouldn’t say no one—I’m not aware of anyone in the House,
Democrat or Republican, who doesn’t agree with you that there is
room for a tax cut, there is room to take care of the debt problems,
there is room to take care of Medicaid, and there is room to take
care of some of our spending priorities. The problem is, how much
are we going to do for each one of them and who’s going to get the
benefit. That’s the discussion. It’s not the discussion whether we’re
going to have it or not.

So my concern is, we’re being asked today to pass a tax cut, I
guess tomorrow, I just came from another hearing that has more
money that wants to be spent for the SEC over at the Banking
Committee, financial services. And I sit here today being asked to
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pass a budget, never mind the softness of the estimates. I under-
stand that. But I’m going to be asked to pass a budget that says,
trust us, put the money under contingency, and trust yourselves,
I mean, Congress is at fault as well, we all spend money, that’s
what we’re here for.

And I don’t have any of those answers. I would feel much better
if this money were either set off to the side, in writing, that’s it,
and, not just or, and that this budget and this tax cut were to wait
a month or two, whatever it takes, to come up with the proposals
that deal with such important things, and there’s lots of them, but
Medicare being the one I’m here to discuss today, and then we can
have that debate, knowing that we may agree, we may disagree.
But at least we’ll know what we’re talking about.

I’m afraid that when it comes time to fix Medicare, the money’s
gone. The money’s gone. And I’m supposed to look at most of my
constituents, who are going to get a few hundred bucks, at best, 10
years from now, and a tax cut, and say, sorry, you took your
money, we don’t have the money to fix Medicare. And I don’t see
anything in this budget that would assure me otherwise, unless
that money is completely set aside either legally or at least in writ-
ing in the budget. And I would ask that you bring that message
back to the administration some point soon.

Secretary THOMPSON. Thank you very much for your comments.
And I appreciate the admonitions. I think the Chairman of the
committee, Mr. Nussle, said it as well as anybody could say at the
beginning of the meeting, saying that this House, your House, is
going to pass a lock box. We’re not taking a position on that as the
administration, but it seems to me that you and Mr. Nussle are on
the same hymn book, singing the same hymn, and it’s probably
going to proceed that way.

So I believe it’s in your hands. I’m not in any way being evasive.
I just understand and I thank you for your comments.

Mr. CAPUANO. I look forward to agreeing with Mr. Nussle.
Chairman NUSSLE. It may happen a lot, who knows. Thank you

very much.
Secretary THOMPSON. Let’s hope it’s on Medicare reform.
Chairman NUSSLE. Mr. Collins.
Mr. COLLINS. Thank you, Mr. Chairman.
I’ll assure the gentleman from Massachusetts that the proper

changes in leadership in this town were made last year. [Laugh-
ter.]

Welcome, Mr. Secretary. You’ve mentioned that this is the larg-
est insurance company in this country. It’s also, I consider the larg-
est HMO in this country. It’s Government-run, which leaves a lot
of room for error and inefficiency. On top of that, the Congress is
the one that tries to run it by law. That even creates a worse prob-
lem.

It’s an entitlement, meaning that if you fit the criteria of the law
you’re entitled to the benefits under the Medicare. I’m just pleased
that President Bush is looking beyond the politics of this program
and focusing on policy. I look with anticipation of your rec-
ommendations to Congress on how we change that policy to make
it more efficient. I understand the six points that you made earlier,
and I think those are good points.
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I hope the Congress has the will that the President has, and that
is, to deal with this issue beyond the politics of it, and get into the
actual policy of it. I’m on the Ways and Means Committee, which
we will deal with a lot of the Medicare itself.

Folks at home who are insured under this giant HMO under-
stand the program and the threats to the health insurance under
Medicare. They understand that the arithmetic won’t work. When
you look at the ratio of workers today of 3.3 to those who are in-
sured, and 30 years from now it will be 2 workers to 1, those num-
bers don’t work. They won’t work. As far as what it’s going to cost
in the future for this program, I don’t think anyone really knows.
Because it’s an entitlement. The demand based on the law will
drive the numbers.

The only way you can change that is not by saying you’re going
to throw more dollars at it, by looking at the policy itself. In my
understanding, from your comments here this morning, and I like
what you have done in the past as Governor. We enjoyed working
with you in 1995 and 1996, when we were going through the wel-
fare reform on the Ways and Means Committee. I learned then
that I was a mean spirited fellow. I heard it every day. In fact, I
told a gentleman who was retiring from that committee at the end
of that 1996 year that I went to his retirement because I wanted
to hear him tell me one more time how mean spirited I am.

Well, really we’re not. We’re a compassionate body. The Presi-
dent is a compassionate person. But what we’re dealing with is an
HMO micromanaged by Congress, by a law, and that has to be
looked at and addressed in changing the law itself, dealing with
the policy. The money will be there. It will be driven by the policy.
We have no choice.

Thank you, Mr. Secretary, and I look forward to working with
you.

Secretary THOMPSON. Thank you very much, Congressman Col-
lins, for your wonderful statement. I appreciate that and you’re ab-
solutely dead on the mark.

Chairman NUSSLE. Thank you, Mr. Collins.
Mr. Moore.
Mr. MOORE. Thank you, Mr. Chairman.
Mr. Secretary, welcome, congratulations and good luck.
Secretary THOMPSON. Thank you, sir.
Mr. MOORE. I’ve only been here 2 years, so I’m going to be learn-

ing with you, but I would like to talk to you for just a couple of
minutes about a telephone call that I had yesterday at 3:30 from
Mitch Daniels, who appeared before this committee last week and
testified in the morning. I think Mr. O’Neill was in the afternoon.

I presume when Mr. Daniels called me yesterday to discuss the
President’s tax cut proposal, he knew that I had voted for estate
tax relief last year, as well as marriage penalty tax relief. He basi-
cally said to me, can you be with us on this tax cut. And I said,
I want to be direct with you. And he said, please do. I said, I’ve
got a couple of concerns. Number one, I wish we had a budget be-
fore we had a vote on a tax cut proposal. Of course, this is the
Budget Committee, and everybody here, I believe, is interested in
a budget and how the numbers add up before we start either new
spending programs or big tax cuts.
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Again, I voted for tax cuts, I want to vote for tax cuts again and
I think the people deserve it. It’s not a question, really, whether
we’re going to have a tax cut or not, it’s how much, I believe.

I said, the first concern is, we don’t have a budget. My second
concern, I said, is, and this was yesterday, I said Sunday I was
watching the news and the weather. They reported that there was
going to be, on the weather they projected a 12 inch snow in Wash-
ington, D.C. on Monday. It made me wonder whether I’d get back
here in time for a tax cut vote on Thursday, which is based on a
projection of $5.6 trillion over the next 10 years.

Now, if a weather report can be that wrong in just 24 hours, my
question, how reliable projections on the economic numbers are
over the next 5 and 10 years. I would ask, I guess, do you share
those concerns about the realities of those projections?

Secretary THOMPSON. I share not the concerns, I share the opti-
mism that those numbers are going to be there. I also share the
belief that they may be understated. I feel very comfortable with
what the projections indicate. Projections can be wrong. They’ve
been wrong in the past.

Mr. MOORE. And they could be wrong this time as well.
Secretary THOMPSON. They could be wrong. But it seems to me

that the conservative estimates that have gone into the projections
are such that you can feel pretty comfortable with the figures. In
fact, I think the error, if there’s going to be any, is on the fact that
it’s too conservative with the projections, and that there will be
more money available for all of these programs, tax cut and the
budget and Medicare reform.

Mr. MOORE. You know, you were Governor for 14 years in Wis-
consin, correct, sir?

Secretary THOMPSON. That is correct, sir.
Mr. MOORE. You know Governor Bill Graves of Kansas?
Secretary THOMPSON. I do, very well.
Mr. MOORE. I’m from Kansas, and I know that the President

knows Governor Graves as well. I was over at the White House, in-
vited over there 3 weeks ago Thursday. I told the President at that
time that Governor Graves, I’d seen a week before in the interview
in the Associated Press with Governor Graves. I believe if he were
sitting right here beside me he would tell you that what I’m going
to tell you is an accurate representation of what he said to the re-
porter. I thought he was very candid. He was talking in that inter-
view about projected revenues that were coming into Kansas, he
was talking about tax cuts and about funding education.

What the Governor said was, if I had known then what I know
now, with some of the shortfalls in revenues our State is experienc-
ing, I would have done things differently in terms of some of the
tax cuts we made. What he was saying was, we’re having a heck
of a time finding money to fund some of the vital education pro-
grams in our State. And just by sheer coincidence, that very morn-
ing on the front page of the New York Times, Kansas as well as
15 other States and their Governors were mentioned who were ex-
periencing similar difficulties in their States with revenue short-
falls, and their attempts to try to find money to fund some of the
vital programs in their State.
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Can you understand my concern about these revenue projections,
and even though you’re optimistic, can you understand my concern?

Secretary THOMPSON. I can understand your concerns, and I have
to tell you that Bill Graves is a very good friend and I strongly en-
dorse Governor Graves. I’m new to the Federal system. I’ve been
here for 30 days. You’ve had 2 years. But when OMB, with their
expertise, makes projections, I think you have to rely upon it. Their
growth numbers are very conservative. That’s why I feel very com-
fortable and optimistic that they’re going to be met, and I think ex-
ceeded.

Mr. MOORE. Well, I think everybody here hopes that you’re right.
And I hope that optimism is warranted. Because if we’re wrong, I
fear that our country could be in for another 30 years of deficit
spending. I don’t want that to happen. I know you don’t either and
I’m sure everybody in this room does not want that to happen.

Secretary THOMPSON. I don’t think anybody wants that to hap-
pen, Congressman.

Mr. MOORE. Another part of the problem I have, I guess, with
the fact that we don’t have a budget yet, and that budget’s ex-
pected in April, is that correct, the detailed budget?

Secretary THOMPSON. That is correct.
Mr. MOORE. I understand the President has recommended in his

Blueprint, which we got the day after his speech, an increase in
HHS funding of about $2.8 billion, is that correct, for the next
year?

Secretary THOMPSON. That is correct.
Mr. MOORE. I think that is equal to the number of the increase

in NIH funding, is that correct, sir?
Secretary THOMPSON. It is.
Mr. MOORE. Would that mean, am I correct in assuming, them,

or presuming that if the funding for the increase in NIH is the
same as the increase for HHS that some of the programs which you
may have not targeted as far as a number yet, a budget number
yet, because you haven’t gone through the process, are either going
to be frozen or cut, including shelters for battered women, meals
on wheels for senior citizens, low income heating programs, Head
Start, Ryan White AIDS treatment and prevention grants, Mater-
nal and Child Health Care Healthy Start, Centers for Disease Con-
trol and Food and Drug Administration? Does that mean those pro-
grams could be frozen or cut from their present levels?

Secretary THOMPSON. You’ve made a list there that’s very emo-
tional, and I would have to tell you that most of those programs
are not going to be cut or level funded. You have to realize that
the Department of Health and Human Services budget, has a huge
budget. We were able to pick up $475 million just on one-time pro-
grams that Congress funded last year that have now met their pur-
pose and are no longer needed. So there’s $475 million there.

There’s another $155 million that we were able to pick up that
were not only one-time, but they were not requested by the Depart-
ment to continue. So you’re almost up to $650 million. Then there
are some other things that are going to be level funded, and I’m
not here to tell you that they’re not. And there are going to be some
programs that are going to be reduced from fiscal year 2001 fund-
ing.
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But you also have to realize the Department of Health and
Human Services has been growing at the rate of about 8 percent
a year. So there is some massage room in there so that we can do
a very good job for all of those programs and continue to provide
the services needed for all Americans.

Mr. MOORE. I don’t mean to be emotional, but people in this
country do depend upon those programs.

Secretary THOMPSON. I know they do, and I intend to give them
the best service I possibly can.

Mr. MOORE. Thank you very much.
Secretary THOMPSON. Thank you.
Chairman NUSSLE. Dr. Fletcher.
Dr. FLETCHER. Thank you, Mr. Chairman. We certainly welcome

you, Mr. Secretary. The definition that you often hear for luck is
when ability meets opportunity. I feel you’re going to have some
pretty good luck here, so thank you. I applaud the President for the
appointment of you as Secretary.

Looking at the leadership, I served in the State House and
looked at your work back in the early 1990’s in welfare reform. It
stood out in the Nation as some of the most progressive and caring
legislation to bring people out of the cycle of poverty that this Na-
tion has seen in the last several decades.

I also want to say that as we look at the budget, and as I was
looking through the numbers, I see over 5 years, the President calls
for about $1.3 trillion in total Medicare budget authority. I’m re-
minded of last year and the year before when we saw some budgets
from the former administration. We had some cuts actually in
Medicare, $28 billion 1 year with cuts in outpatient treatment of
cancer, renal dialysis, medication, some other things that I think
would take us back in time.

Medicine is changing substantially, and the system that was de-
signed in 1965 does need updating, needs improving. There’s a lot
of room for improving, and the demarcation between A and B is a
false demarcation. Many of the treatments, procedures are done as
outpatient, and we incur a great deal of cost because some of them
are required to be done inpatient now that could be done much
more cost effectively outpatient. So I again look forward to your ef-
forts to improving Medicare, because I do think there are some cost
savings.

Just to mention some of the other money, I noticed that you
spend over in HHS, or has been spent, about $1.5 billion on infor-
mation technology, trying to keep up all those 200 different com-
puter systems. I would recommend you look at buying a computer
company. Their price is low now, you could probably purchase one
over a couple years.

Secretary THOMPSON. That’s the best idea I’ve heard all day,
Congressman.

Dr. FLETCHER. And maybe update that, bring us in to the 21st
century. I think we’re ready to cross that bridge now, with the new
leadership.

Let me ask you a couple of questions, though . There are some
members that have concern about enacting a stand alone Medicare
prescription drug bill or program might inhibit us to move forward
or take some of the impetus out of reforming Medicare, which is
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much needed. What are your feelings about that? What do you rec-
ommend?

Secretary THOMPSON. I’m very concerned about it, Congressman,
and I know the President is as well. We feel very strongly as an
administration that this is a golden opportunity for us, as a Con-
gress, as a country, to reform Medicare, integrate Part A and Part
B, make it a unified system, find new options for individuals to
purchase, look at ways in which we could expand Medicare plus,
and find ways in which we can put it on a more efficient paying
system. All of this could be lost if Congress just passes a prescrip-
tion drug bill. Because that’s the Cinderella. It’s the beautiful part.
That’s what everyone wants to pass and go out and campaign on.

Once that’s done, is there going to be an impetus by this Con-
gress to do the heavy lifting to reform Medicare? The administra-
tion doesn’t think so. We’ve got a once in a long time opportunity
to reform Medicare, and let’s do it on a bipartisan basis, and let’s
do it right. I’m confident that we can do it, and I thank you for
your support.

Dr. FLETCHER. Well, I’m encouraged to hear that, because I think
it is important, we do have an opportunity. Medicine has changed
substantially from acute care to chronic disease management as
well as prevention. And Medicare obviously doesn’t meet those
modern needs that have come about because of certainly an in-
crease in technology and an ability we have with drugs like Lipitor,
as you mentioned, that prevent disease rather than paying for by-
pass surgery or something down the road.

Let me ask you about Medicaid. What can we do? There’s several
States that are having a problem because of Medicaid over-expendi-
tures. Kentucky’s one of them. We just increased or got projections
that show an increased deficit primarily related to prescription
drugs and expenditures, at least in the State of Kentucky.

What can we do from the Federal level? You bring a great deal
of expertise, I’m sure, with Medicaid, in your experience as Gov-
ernor. What can we do structurally or from a leadership standpoint
here in Washington to help confront those problem?

Secretary THOMPSON. I think what we have to do, Congressman,
is to allow for an expanded waiver procedure on Medicaid, allow
States to really manage their Medicaid system and not penalize
them. Give them an opportunity to use the best and the brightest
individuals in their State to develop programs and plans that are
going to administer health care, and be able to do it in a flexible
way and not penalize them when they want to do it differently, not
have a rigid system. I think that would go a long way.

Oregon has an interesting concept. Tennessee has an interesting
concept, and they’re making changes to make it more financially
solvent. North Carolina just came in with a waiver on Medicaid,
and I was able to grant that. A lot of States are trying things dif-
ferently. Let’s give them the hope and the opportunity to do that.

I think you’d be surprised, just like we found in welfare, it wasn’t
only Wisconsin. It was your State and States like Texas that came
up with some innovative ideas that made welfare reform a success
in this country. I think we can have the same kind of results with
Medicaid.
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Dr. FLETCHER. Well, thank you, and I do look forward to working
with you to help enact some of these changes. We welcome you to
Kentucky, the beautiful Bluegrass State, and thank you very much,
Mr. Secretary.

Secretary THOMPSON. I’d love to come down, you’ve got a beau-
tiful State. Thank you, Congressman.

Chairman NUSSLE. Mr. Honda.
Mr. HONDA. Thank you very much.
Congratulations on your appointment, and as said before, some

of us are new, and I am new also.
Secretary THOMPSON. Thank you. We’ll both learn together, Con-

gressman.
Mr. HONDA. Being new, though, I guess that allows us to ask

some what some people might consider ignorant questions. So let
me go about doing this. The budget that I received is called a blue-
print. Usually a blueprint is a well defined, very detailed docu-
ment. This document seems to be more conceptual in its frame-
work.

Given that, you talked about an increase of 8 percent at HHS,
in that Department, where is it that we see it, and that must be
an average increase, correct, 8 percent?

Secretary THOMPSON. The 8 percent, the biggest——
Mr. HONDA. It’s 8 percent growth in——
Secretary THOMPSON. Eight percent growth. It goes from $436

billion, which is the fiscal year 2001 numbers, to $471 billion, a lit-
tle over $35 billion. That’s an 8 percent growth. That’s in both the
mandatory and discretionary.

The discretionary payments, which go from $52.8 million to $55.5
million is a 5.1 percent growth. That’s the discretionary. And the
mandatory is where Medicare and Medicaid and SCHIP is. The dis-
cretionary is the other programs.

Mr. HONDA. And you’re saying that the 8 percent growth is some-
thing that you would like to see controlled. I guess my question to
you is that when there are needs, and we have to cover the discre-
tionary portion, should we not meet those if we have the revenue?
And under the category where it’s required funding, we have a
trust fund. Should that not be applied to those programs, rather
than merging them?

Secretary THOMPSON. That’s got to be a decision by Congress. I
think the Department of Health and Human Services has received
very generous allotments in the last several years. Sometimes over
8 percent, but the average has been for the last, I believe, four fis-
cal years, I may be wrong in that, but the Department as a whole
has grown by 8 percent.

President Bush feels that that is too much growth, and that we
cannot sustain that. If we’re going to continue to have tax cuts, if
we’re going to continue to modernize the Federal Government, if
we’re going to continue to be able to hold down so that Government
doesn’t continue to keep growing at such an alarming rate, that he
felt it was a more sustainable rate at 4 percent. That’s what this
budget is all about. HHS even is above that 4 percent, and has
been generously treated by this Congress in the past. We feel very
comfortable in the Department that a 5.1 percent growth is accept-
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able and one that we can handle, and deliver the services and
make the kind of changes I’ve been talking about.

Mr. HONDA. I guess that’s the dilemma I find myself in, and per-
haps someone else has the details. But for us to have a real good
discussion on the details that you’re describing, it seems to me that
we would have to have a full budget before us in order to have this
discussion. Is there a time definite that we’ll be able to get a de-
tailed budget from your Department?

Secretary THOMPSON. It’s my understanding, Congressman, that
the budget will be delivered in the first week of April.

Mr. HONDA. April? OK. And so, in general, in the usual process
when you were Governor, before anybody talked about having dis-
cussions about the amount that we can set aside and return back
to the taxpayers, did you not usually have a budget before you
first, and then you considered what a tax cut might look like for
the taxpayers?

Secretary THOMPSON. I have learned that there are a lot of dif-
ferences going from the State and being Governor to the Federal
level. What works at the State level I guess doesn’t necessarily
mean that it works at the Federal level or is being done at the Fed-
eral level. We at the State level would never have everything in-
cluded in one budget. We have a capital budget and we have an
operating budget and we have a segregated budget. Most States
have at least an operating budget and a capital budget.

But the Federal Government for some reason has just one budg-
et, I guess it’s always been the way business has been done. I am
not questioning that; it just is a different style.

So I don’t think you can compare. I’m using that as an example.
I don’t think you can automatically compare what we do at the
State level to the Federal level, because it’s completely two dif-
ferent systems.

Mr. HONDA. Thank you.
Chairman NUSSLE. Thank you.
Mr. Hastings.
Mr. HASTINGS. Thank you. I think I’m painfully the last one

here, Mr. Secretary. It’s good seeing you again.
Secretary THOMPSON. It’s always a pleasure seeing you.
Mr. HASTINGS. I just wanted to mention one thing. One other

member asked you about projections. That is an inexact science.
But just keep in mind, in 1997 we passed the Balanced Budget Act.
We thought we’d balance the budget in 2002. And we in fact bal-
anced it in 1999. So your projections go both ways.

What I would like to just talk about briefly is Medicare and Med-
icaid. I’m one of those States where the formula penalizes, and I
spent President’s Day recess talking to all my providers. I’ve done
this the last 3 years. So I asked them to come up with, because I
keep hearing the same thing, the formula’s wrong, I think you’re
exactly right, it’s a political problem, it’s pretty hard to do it. If two
people sat down and said, we have a high and a low, the easiest
compromise is right in the middle, that’s not going to happen in a
political body like this. So you have to find some structural
changes.

I’ve heard a lot about regulations. But those things are hard to
get a handle around, because they’re all intertwined. I’ve asked my
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providers to come up with a top 10. I’d be more than happy to
share them with you when the time comes.

Because I think there need to be some structural changes. I
think what you’re doing your idea with prescription drugs and
Medicare overhaul, that is precisely the way to go. I look forward
to working with you on that.

Since you have been a leader on welfare reform, and you indi-
cated to Mr. Fletcher that perhaps Medicaid, I’m not going to put
words in your mouth, ought to be maybe following the same model
as welfare reform, are there some similarities that we can look at
in Medicare in that regard also?

Secretary THOMPSON. I’m not sure you can, Congressman. I’m
not saying you can’t, but I’m not sure, because it’s a completely dif-
ferent entity. It’s completely funded by the Federal Government.
And it’s controlled by the Federal Government, all the rules and
regulations and administration of it is by the Federal Government
pretty much. So it’s very difficult, I think, to make the same anal-
ogy to Medicaid and to welfare from Medicare.

I think you can make the argument that it’s got to be much more
responsive, it’s got to be simpler, and it’s got to be much more uni-
form as it relates to the administration here in Washington than
what we’ve actually seen in the past.

Mr. HASTINGS. Well, maybe something will come out of my effort
to try to find regulations that are onerous to our providers that
may show a regional or State difference. In other words, central
Washington may be a whole lot different than say, Manhattan.
Maybe there needs to be some flexibility in that regard.

Secretary THOMPSON. Oh, I didn’t refer to rules. I think with
rules, we can do a much better job. One of the real problems has
been that we have too many rules and they change too often. Then
they have some kind of ex post facto result. We have to be prospec-
tive, and we have to simplify the rules.

I don’t know about you, but I tried to read some of these rules,
and I just blank out. I can’t understand them. I feel I’m a fairly
quick study. So I can imagine what a provider is thinking about,
back in Washington or back in New York. I think we can do a bet-
ter job. That’s what I hope to do.

Mr. HASTINGS. You’ll discover here when you hear two bells and
all this stuff that we have to go vote. I will be more than happy
when I gather all this information to obviously work with you to
provide some of the onerous rules and regulations.

With that, Mr. Chairman, thank you. I know we have to go vote,
and it’s good seeing you, Mr. Secretary.

Secretary THOMPSON. Always a pleasure. Thank you so very
much.

Chairman NUSSLE. Thank you, Mr. Secretary, for your testimony.
[Recess.]
Chairman NUSSLE. The committee will come to order.
Now we will begin the panel for today’s second hearing on the

President’s Budget for Health and Human Services. This morning,
we heard from the newly sworn-in Secretary, former Governor
Tommmy Thompson, now the Secretary of the Department of
Health and Human Services.
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This afternoon, we will focus on welfare in our next panel. I will
invite our two gentlemen to come forward to the witness table. We
have two leading authorities on the subject of welfare in our coun-
try, two that were involved in the welfare debate and reform pro-
posals, certainly from two different vantage points, but nonetheless
both well respected in the field. We are honored to have both of
them here today.

First, we have Robert Rector, who is from The Heritage Founda-
tion. He is, as I said, one of the leading authorities on poverty and
on the U.S. welfare system. He focuses on a range of issues relating
to welfare reform, family breakdown and America’s various social
ills. He played a major role in crafting the Federal welfare reform
legislation which passed in 1996 and has conducted extensive re-
search on the economic costs of welfare and its role in undermining
families. We welcome Mr. Rector to our witness table today.

We also have Wendell Primus who is a leading authority on wel-
fare as well. He joined the Center on Budget Policy and Priorities
in the beginning of 1997 and is the Director of Income Security. As
head of this division, he is working to expand the Center’s research
into areas including Social Security, unemployment insurance, in-
come poverty trends, Federal policy relating to 1996 Federal wel-
fare law.

At the U.S. Department of Health and Human Services, he
served as the Deputy Assistant Secretary for Human Services Pol-
icy in the Office of the Assistant Secretary for Planning and Eval-
uation.

We appreciate both of you coming today and I understand Mr.
Primus is also going to regale us a little bit with his expertise
about Iowa, to which I am looking forward.

I will invite you to testify as you would like. Your entire testi-
mony will be made part of the record without objection. You may
summarize your testimony as you see fit and we will proceed from
there with questions.

First, I will recognize Mr. Rector. You may proceed.

STATEMENT OF ROBERT RECTOR, THE HERITAGE
FOUNDATION

Mr. RECTOR. Thank you.
Today, I am going to speak about total means tested welfare

spending and the budget which is a topic we do not hear very much
about but I think it is very important to look at the total amount
of aid and the total system of providing aid to poor people which
the Federal Government currently provides in a holistic manner
rather than splitting it up into 20 different little parts which gives
you a very misleading picture about its size and its nature.

By total means tested aid I am covering cash, food, housing,
medical care, social services, training and directed education pro-
vided to low income persons. As I talk, if you have my written tes-
timony, it would be easier if you could look at some of the charts.
Particularly now, I am speaking about Chart 2 in my written testi-
mony.

In fiscal year 2000, the Federal Government spent $312 billion
on means tested aid to low income and poor people. With largely
mandatory contributions made by the State Governments, that
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total came to $434 billion, a record high and about 4 percent of our
entire economy.

The amount of money we are spending on welfare last year alone
exceeds the entire gross national production of this Nation at the
beginning of the 20th Century. This spending has grown astro-
nomically as Chart 2 will show.

When Lyndon Johnson launched the War on Poverty, we were
spending $8 billion on welfare. Today that figure is now $434 bil-
lion. Even adjusting for inflation, welfare spending has increased
tenfold since the beginning of the War on Poverty and cash, food
and housing alone has increased sevenfold.

If Lyndon Johnson were to return today, look at the welfare state
and look at that $434 billion, he would simply be appalled. He
would not be able to believe it. He would also clearly recognize that
this spending violates the essential principles of what he was try-
ing to accomplish in the War on Poverty.

In launching the War on Poverty, Lyndon Johnson clearly stated
that he did not believe in unlimited growth of one-way handouts
and in unlimited growth in dependency. He did not believe in hav-
ing an ever larger growth of people on the welfare system. Instead,
his goal was to reduce the behavioral causes which made depend-
ency and poverty necessary. He had a joint goal of reducing poverty
and reducing dependency. I would say on both of those goals over
the last 35 years, we have largely failed.

The welfare spending growth that we have seen since the begin-
ning of the War on Poverty has continued during the 1990’s. Very
few people realize that during the 1990’s, we actually had a welfare
spending explosion. Total spending rose from $215 billion in 1990
to $434 billion in the year 2000. That is a doubling of growth. Even
after adjustment for inflation, the growth is at 61 percent. This
spending growth is projected to continue under the Bush budget.

If you could turn to Chart 4, it outlines both the growth the dur-
ing the 1980’s and 1990’s as well as the projected growth that can
be determined from the figures in the Bush blueprint budget. What
we see is the total welfare spending over the next 5 years will rise
from $434 billion to $573 billion, an increase of roughly one-third.
Cash, food and housing will go up by roughly 25 percent.

It is particularly interesting given that the new administration
has a priority on defense to compare the defense outlay growth
with the projected welfare outlay growth. Defense spending, as you
can see on Chart 4, is projected to grow by about 17 percent over
the next 5 years. Welfare alone is going to grow by 31 percent. The
gap between welfare spending and defense spending will actually
go up over the next 5 years.

I think with this amount of money, which I think would stun the
average taxpayer, it is very, very difficult for anyone to claim that
the proposed Bush budget and tax cuts are in any sense going to
constrain or cause cuts in the welfare system. In fact, they do no
even slow down the growth of the welfare system in any way what-
soever.

I think if we are interested in controlling the growth of welfare
spending, as well as truly helping the poor, we need to look beyond
simple spending at the causes of why all this spending is occurring.
In Chart 6, I think the major causes are clearly outlined there.
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About half of total welfare spending goes to families with chil-
dren and of that spending, some 70 to 90 percent goes to parents
and single families. In fact, as we look at the welfare system as it
affects children in the United States today, it is almost exclusively
a subsidy system for single parents. That goes for virtually every
program that you would look at, public housing, Section 8 housing,
TANF, food stamps, earned income tax credit. They are all pre-
dominantly subsidy systems for single parents.

The reason that we have the welfare system we have is basically
because the out-of-wedlock birth rate in the United States rose
form 6 percent when the War on Poverty began in the 1960’s to 31
percent today and the divorce rate has also risen. That absolute
collapse of marriage creates the economic need for all of the pro-
grams which you here on the Budget Committee feel you have to
fund because these families do need assistance because of the de-
cline of marriage.

Fortunately, in the budget proposed by President Bush, there is
a small new program in there to promote fatherhood which I think
could be considerably higher and that program would be a focal
point for developing new policies to bring down the out-of-wedlock
birth rate, to bring down the divorce rate, and to encourage and
stabilize marriage.

In conclusion, I would say if you look at these figures in the
budget, it is quite clear that welfare spending is out of control and
is going to continue on the present course to rise very, very rapidly
for the foreseeable future.

To control welfare spending in the future, we need to do one
thing in particular. We need to remove those behaviors which cre-
ate a need for aid in the first place, specifically, the lack of work
and the lack of marriage. If we remove those behaviors, then the
need for this great growth in welfare spending will disappear and
the client population will be far better off.

Specifically, what we should look at in terms of future welfare
policy is requiring work as a condition of receiving aid. That in-
creases employment and reduces poverty. We should specifically
encourage rather than discourage marriage. If we could get even a
slight increase in the marriage rate and a drop in the out-of-wed-
lock childbearing rate, we would see welfare dependence drop very,
very rapidly.

If we do those things, we will see the rate of spending growth
level off, the poverty rate in the United States drop very, very rap-
idly as it has over the last 3 years due to the TANF reforms and
we would also see the well being of children, the most important
thing, increase dramatically.

I thank you for your time.
[The prepared statement of Robert Rector follows:]

PREPARED STATEMENT OF ROBERT RECTOR, SENIOR RESEARCH FELLOW, THE
HERITAGE FOUNDATION

INTRODUCTION

The U.S. welfare system may be defined as the total set of government pro-
grams—Federal and State—that are designed explicitly to assist poor and low-in-
come Americans.

Nearly all welfare programs are individually means-tested.1 Means-tested pro-
grams restrict eligibility for benefits to persons with non-welfare income below a
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certain level. Individuals with non-welfare income above a specified cutoff level may
not receive aid. Thus, Food Stamp and Temporary Assistance to Needy Families
(TANF) benefits are means-tested and constitute welfare, but Social Security bene-
fits are not.

The current welfare system is highly complex, involving six departments: HHS,
Agriculture, HUD, Labor, Treasury, and Education. It is not unusual for a single
poor family to receive benefits from four different departments through as many as
six or seven overlapping programs. For example, a family might simultaneously re-
ceive benefits from: TANF, Medicaid, Food Stamps, Public Housing, WIC, Head
Start, and the Social Service Block Grant. It is therefore important to examine wel-
fare holistically. Examination of a single program or department in isolation is in-
variably misleading.

THE COST OF THE WELFARE SYSTEM

The Federal Government currently runs over 70 major interrelated, means-tested
welfare programs, through the six departments mentioned above. State governments
contribute to many Federal programs, and some states operate small independent
programs as well. Most state welfare spending is actually required by the Federal
Government and thus should considered as an adjunct to the Federal system. There-
fore, to understand the size of the welfare state, Federal and state spending must
be considered together. (A list of individual welfare programs is provided in Appen-
dix B.)

Total Federal and state spending on welfare programs was $434 billion in FY
2000. Of that total, $313 billion (72 percent) came from Federal funding and $121
billion (28 percent) came from state or local funds. (See Chart 1.)
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Welfare spending is so large it is difficult to comprehend. On average, the annual
cost of the welfare system amounts to around $5,600 in taxes from each household
that paid Federal income tax in 2000. Adjusting for inflation, the amount taxpayers
now spend on welfare each year is greater than the value of the entire U.S. Gross
National Product at the beginning of the 20th century.

The combined Federal and state welfare system now includes cash aid, food, medi-
cal aid, housing aid, energy aid, jobs and training, targeted and means-tested edu-
cation, social services, and urban and community development programs.2 As Table
One shows, in FY2000:

• Medical assistance to low income persons cost $222 billion or 51 percent of total
welfare spending.

• Cash, food and housing aid together cost $167 billion or 38 percent of the total.
• Social Services, training, targeted education, and community development aid

cost around $47 billion or 11 percent of the total.

VerDate 11-MAY-2000 15:22 May 29, 2001 Jkt 000000 PO 00000 Frm 00056 Fmt 6633 Sfmt 6621 H:\DOCS\HEARINGS\107-5\HBU066.000 HBUDGET1 PsN: HBUDGET1



53

Roughly half of total welfare spending goes to families with children, most of
which are single parent households. The other half goes largely to the elderly and
to disabled adults.

THE GROWTH OF WELFARE SPENDING

As Chart 2 shows, throughout most of U.S. history welfare spending remained
low. In 1965 when Lyndon Johnson launched the War on Poverty, aggregate welfare
spending was only $8.9 billion. (This would amount to around $42 billion if adjusted
for inflation into today’s dollars.)

Since the beginning of the War on Poverty in 1965 welfare spending has exploded.
The rapid growth in welfare costs has continued to the present.

• In constant dollars, welfare spending has risen every year but four since the
beginning of the War on Poverty in 1965;

• As a nation, we now spend ten times as much on welfare, after adjusting for
inflation, as was spent when Lyndon Johnson launched the War on Poverty. We
spend twice as much as when Ronald Reagan was first elected.

• Cash, food, housing, and energy aid alone are nearly seven times greater today
than in 1965, after adjusting for inflation;

• As a percentage of Gross Domestic Product, welfare spending has grown from
1.2 percent in 1965 to 4.4 percent today.

Some might think that this spending growth merely reflects an increase in the
U.S. population. But, adjusting for inflation, welfare spending per person is now at
the highest level in U.S. history. In constant dollars, it is seven times higher than
at the start of the War on Poverty in the 1960’s.
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TOTAL COST OF THE WAR ON POVERTY

The financial cost of the War on Poverty has been enormous. Between 1965 and
2000 welfare spending cost taxpayers $8.29 trillion (in constant 2000 dollars). By
contrast, the cost to the United States of fighting World War II was $3.3 trillion
(expressed in 2000 dollars). Thus, the cost of the War on Poverty has been more
than twice the price tag for defeating Germany and Japan in World War II, after
adjusting for inflation.

WELFARE SPENDING IN THE NINETIES

Welfare spending has continued its rapid growth during the last decade. In nomi-
nal dollars (unadjusted for inflation), combined Federal and state welfare spending
doubled over the last 10 years. It rose from $215 billion in 1990 to $434 billion in
2000. The average rate of increase was 7.5% per year. Part of this spending increase
was due to inflation. But, even after adjusting for inflation, total welfare spending
grew by 61 percent over the decade.

As Chart 2 shows medical spending (mainly in the Medicaid program) grew most
rapidly during the 1990’s, but welfare cash, food, and housing spending grew as
well. Adjusting for inflation, cash, food and housing assistance is 37 percent higher
today than in 1990. However, the growth in these programs has slowed since 1995,
increasing no faster than the rate of inflation. This recent slowdown in spending is,
in part, the effect of welfare reforms enacted in mid-nineties.
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FUTURE WELFARE SPENDING GROWTH

President George W. Bush’s recent budget blueprint does not contain sufficient de-
tail to permit projections of welfare spending program by program.3 However, the
budget blueprint does provide spending projections for two major budget functions
which are integral to the welfare system. These budget codes are Income Security
(Function Code 600) and Health (Function Code 500). Income Security contains cash
welfare, Food Stamps and other food aid, and housing aid.4 Health (Code 500) con-
tains Medicaid and a few smaller means-tested health programs. Between them,
these two budget categories contain about 90 percent of the Federal welfare system
as it is described in this testimony. (Note: neither category includes Social Security
or Medicare.)

President Bush’s budget plan allows for spending in Income Security and Health
to grow as rapidly or more rapidly than did former President Clinton’s FY 20001
budget request. Income Security (Code 600) is scheduled to grow by 24 percent over
the next 5 years. Health (Code 500) is scheduled to grow by 62 percent over 5
years.5

Based on these figures it seems certain that means-tested welfare spending will
grow as rapidly under President Bush’s first budget request as under Clinton’s last.
Projected welfare spending figures from Clinton’s last budget (FY2001) are provided
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in Appendix A.6 These figures show a rapid of growth in welfare spending. (See
Chart 3.)7

• Total Federal welfare spending is projected to grow from $315 billion in 2000
to $412 billion in 2005: an increase of 31 percent. The annual rate of spending in-
crease is projected at 5.5 percent.

• Federal spending on cash, food, and housing aid is projected to grow from $141
billion to $174 billion: an increase of 23 percent. The annual rate of spending in-
crease would be 4.3 percent, nearly twice the anticipated rate of inflation.

• Together, Federal and state welfare spending would rise from around $434 bil-
lion in 2000 to $573 billion in 2005.

Again, although we do not yet have program by program spending projections
from the Bush administration, the broad budget function figures we do have allow
for the same rate of growth in cash, food, and housing as Clinton’s plan. Moreover,
the Bush figures would permit more rapid growth in health spending. Thus, clearly,
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President Bush’s plan does not require cuts in welfare spending or even a slowdown
in the rate of spending growth.

WELFARE AND DEFENSE

The rapid projected rate of growth of future welfare spending can be illustrated
by comparing welfare to defense. The President has promised to make defense
spending a priority. Under his budget plan, nominal defense outlays would increase
for the first time in a half decade. Defense spending would rise by 17 percent over
5 years from $299 billion in FY2000 to $347 billion in FY2005. During the same
period, however, welfare spending is scheduled to rise by 31 percent. As Chart 4
shows, the gap between welfare and defense spending will actually broaden during
this period.
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THE EFFECTS OF WELFARE REFORM

In 1996, Congress enacted a limited welfare reform; The Aid to Families with De-
pendent Children (AFDC) program was replaced by the Temporary Assistance to
Needy Families (TANF) program. Critically, a certain portion of AFDC/TANF recipi-
ents were required to engage in job search, on the job training, community service
work, or other constructive behaviors as a condition for receiving aid. The effects
of this reform have been dramatic.

• AFDC/TANF caseloads have been cut nearly in half.
• TANF outlays have fallen substantially. (See chart 5.)
• The decline in the TANF caseload has led to a concomitant decline in Food

Stamp enrollments and spending.

While critics predicted the reform would increase child poverty, the exact opposite
has occurred. Once mothers were required to work or undertake constructive activi-
ties as a condition of receiving aid they left welfare rapidly. Employment of single
mothers increased substantially and the child poverty rate fell sharply from 20.8
percent in 1995 to 16.3 percent in 2000. The black child poverty rate and the pov-
erty rate for children living with single mothers are both at the lowest points in
U.S. history.

In the welfare reform of 1996 all sides came out as winners: taxpayers, society
and children. By requiring welfare mothers to work as a condition of receiving aid,
welfare costs and dependence were reduced. Employment increased and poverty fell.
Moreover, research shows that prolonged welfare dependence itself is harmful to
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children; reducing welfare use and having working adults in the home to serve as
role models for children will improve those children’s prospects for success later in
life.

The workfare principles of the 1996 reform should be intensified and expanded.
Work requirements in TANF should be strengthened. Similar work requirements
should be established in the Food Stamp and public housing programs. Finally, be-
cause the reform has clearly succeeded in cutting welfare use, TANF outlays should
be reduced by 10 percent in future years.

WELFARE SPENDING AND THE COLLAPSE OF MARRIAGE

As noted previously, about half of all means-tested welfare spending is devoted
to families with children. Of this spending on children, nearly all goes to single par-
ent families. Chart 6 shows the percent of aid to children in major welfare programs
which flows to single parent families. The single parent share is generally well
above 80 percent.

Clearly, the modern welfare state, as it relates to children is largely a support
system for single parenthood. Indeed, without the collapse of marriage which began
in the mid-1960’s, the part of the welfare state serving children would be almost
nonexistent.

The growth of single parent families, fostered by welfare, has had a devastating
effect on our society. Today nearly one third of all American children are born out-
side marriage. That’s one out-of-wedlock birth every 35 seconds. Of those born in-
side marriage, a great many will experience their parents’ divorce before they reach
age 18. Over half of children will spend all or part of their childhood in never-
formed or broken families.
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This collapse of marriage is the principal cause of child poverty and a host of
other social ills. A child raised by a never-married mother is seven times more likely
to live in poverty than a child raised by his biological parents in an intact marriage.
Overall, some 80 percent of child poverty in the U.S. occurs to children from broken
or never-formed families. In addition, children in these families are more likely to
become involved in crime, to have emotional and behavioral problems, to be phys-
ically abused, to fail in school, to abuse drugs, and to end up on welfare as adults.

Since the collapse of marriage is the predominant cause of child-related welfare
spending, it follows that it will be very difficult to shrink the future welfare state
unless marriage is revitalized. Policies to reduce illegitimacy, reduce divorce and ex-
pand and strengthen marriage will prove to be by far the most effective means to:

• reduce dependence;
• cut future welfare costs;
• eradicate child poverty; and,
• improve child well-being.
Tragically, current government policy deliberately ignores or neglects marriage.

For every $1,000 which government currently spends subsidizing single parents,
only one dollar is spent attempting to reduce illegitimacy and strengthen marriage.

Fortunately, President’s Bush’s budget plan does propose a new program to ‘‘pro-
mote responsible fatherhood.’’ This proposed program could become the seedbed for
a broad array of new initiatives to strengthen marriage. Still, the money requested
is pitifully small: only $64 million per year. This amounts to roughly one penny for
each one hundred dollars in projected welfare spending. The budget allocation to the
new fatherhood program in FY 2002 should be increased fivefold with the funds di-
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verted from TANF outlays. Beyond FY 2000 some 5 to 10 percent of Federal TANF
funding should be devoted to pro-marriage activities.

CONCLUSION

When Lyndon Johnson launched the War on Poverty he did not envision an end-
less growth of welfare spending and dependence. If Johnson returned today to see
the size of the current welfare state he would be deeply shocked.

President Johnson’s focus was on giving the poor a ‘‘hand up’’ not a ‘‘hand out.’’
In his first speech announcing the War on Poverty, Johnson stated, ‘‘the war on pov-
erty is not a struggle simply to support people, to make them dependent on the gen-
erosity of others.’’ Instead, the plan was to give the poor the behavioral skills and
values necessary to escape from both poverty and dependence. Johnson sought to
address the ‘‘the causes, not just the consequences of poverty.’’

Today, President Johnson’s original vision has been all but abandoned. We now
have a clear expectation that the number of persons receiving welfare aid should
be enlarged each year, and that the benefits they receive should be expanded. This
expectation is clearly reflected in the future spending projections in Appendix A.
Any failure to increase the numbers of individuals dependent on government and
the benefits they get is regarded as mean spirited.

Yet the expansion of the conventional welfare system is destructive. More than
twenty years ago, then President Jimmy Carter stated, ‘‘the welfare system is
antiwork, antifamily, inequitable in its treatment of the poor and wasteful of the
taxpayers’ dollars.’’ President Carter was correct, yet today little has changed except
that the welfare system has become vastly larger and more expensive.

This expansion of welfare spending has harmed rather than helped the poor. In-
stead of serving as a short-term ladder to help individuals climb out of the culture
of poverty, welfare has broadened and deepened the culture of self-destruction and
trapped untold millions in it.

Rather than increasing conventional welfare spending year after year, we should
change the foundations of the welfare system. Policy makers should embrace three
basic goals.

1. We should seek to limit the future growth of aggregate means-tested welfare
spending to the rate of inflation or slower.

2. We should require welfare recipients to perform community service work as a
condition of receiving aid along the lines of the TANF program operating in Wiscon-
sin.

3. We should support programs which foster and sustain marriage rather than
subsidizing single parenthood. In addition, we should reduce the antimarriage pen-
alties implicit in the welfare system.

These three goals are synergistic. They will operate in harmony and reinforce
each other. In the long run, it will be difficult to control welfare spending merely
by cutting funding. Rather, if we change the behaviors of potential recipients we will
reduce the need for future aid. As the need for aid diminishes, spending growth will
slow and then decline, and the well being of the poor and society as a whole will
rise.

ENDNOTES

1. A very small number of the programs listed in Appendix B are targeted to low
income communities rather than low income individuals. While such programs are
not formally means-tested, they should be considered part of the overall welfare sys-
tem. Only a small fraction of aggregate welfare spending is provided through such
programs.

2. Appendix B provides a list of the major Federal and state welfare programs
covered in this testimony.

3. The White House, A Blueprint for New Beginnings: A Responsible Budget for
America’s Priorities, (Washington, D.C.: U.S. Government Printing Office, 2001)

4. Income Security (function code 600) contains some nonwelfare expenditures,
specifically outlays for retired Federal employees and other retirement spending.
However, the rate of growth of this retirement spending changes little from 1 year
to the next, therefore once the code 600 outlay totals are known one can predict the
means-tested component with reasonable accuracy.

5. The White House, p. 196.
6. Projected outlay figures taken from Office of Management and Budget, Budget

of the United States Government: Fiscal Year 2001, (Washington, D.C.: U.S. Gov-
ernment Printing Office, 2000). Table 32–2, pp. 352–364.

7. The outlay figures in Appendix A are less detailed than the past spending fig-
ures used in Table 1. This accounts for small discrepancies between the FY2000 fig-
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ures in Table 1and Appendix A. These minor differences do not appreciably affect
the overall analysis.
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Chairman NUSSLE. Thank you.
For the members’ benefit, we have three votes that are scheduled

on the floor. I am going to ask Mr. Primus to go ahead and give
us his testimony, I would like to hear it, and then we will go and
vote. We will come back after the votes to ask questions of the wit-
nesses.

STATEMENT OF WENDELL PRIMUS, DIRECTOR, INCOME
SECURITY, CENTER ON BUDGET AND POLICY PRIORITIES

Mr. PRIMUS. Thank you for the opportunity to testify today.
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I would like to review what we know about the implementation
of welfare reform and then talk a little about the Bush budget.

Welfare reform has coincided with the longest running economic
expansion in our Nation’s history. Unemployment has fallen from
6.9 to 4 percent and hourly wages for the very bottom of the wage
distribution is increasing in real terms. We have also had enacted
make work pay policies of increasing the earned income tax credit
and significant increases in child care expenditures. Those policies
and that very strong economy have produced some very positive
outcomes, more positive than I would have predicted in 1996.

We clearly see that single mothers are working more, earning
more. In fact, the poorest 40 percent of mothers are earning about
$2,300 more each below about 115 to 120 percent of poverty. As a
result, child poverty has decreased. Under a measure of child pov-
erty that includes food stamps, housing and the earned income tax
credit, it is now 12.9 percent, the lowest level since this measure
began in 1979. Caseloads have declined 56 percent in TANF, 35
percent in food stamps since 1994.

That is the very positive news. I want to emphasize is it has
come because of welfare reform, the strong economy and the make
work pay policies. We are really not able to disentangle which is
responsible for what parts of that very good news.

There is also some very troubling news. After adjusting for infla-
tion, the very poorest mothers, those below 75 percent of poverty,
fell 4 percent between 1995 and 1999. We think about 700,000 fam-
ilies in this very strong economy have actually lost ground. The
poverty gap really has not budgeted much. If you look at the table
in my testimony, I show that if you do not count any government
and looks at earnings, it decreased significantly from 1993 to 1995
to 1999.

After you count all government taxes and transfers, there was al-
most no progress made between 1995 and 1999. In fact, this low
income mother on average who earned $2,300 more has only gotten
an increase in income of about $300 despite that increased earn-
ings.

Many of those working families lost food stamps and President
Bush was appropriately concerned about the very high, marginal
tax rates as families entered the income tax system. However, sin-
gle mothers with incomes between $13,000 and $20,000 typically
face marginal tax rates well above 50 percent.

What does that mean? That means if they go out and earn an
additional $1,000, they get to keep less than $500 of that. That is
because there is a food stamp tax rate of about 30 percent, that
varies between 24 and 36 percent. There is the EITC phase-out of
21 percent. They pay employee taxes and they also pay child care
co-pays in many cases as well as health insurance co-pays.

In your State of Iowa, we did some calculations, Mr. Chairman,
that looked at a mother say that had an increase in earnings from
$14,000 to $20,000. She gets to keep 30 percent of that $6,000 in-
crease in earnings. So we think that the Bush administration has
missed many opportunities.

I want to add that while we have made enormous progress with
single mothers, we have not done nearly as well for young black
men in terms of increasing their labor forced participation and the
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MDRC tells us that we need both income and earnings gains to
really get positive outcomes.

I would characterize the Bush budget where we have a $2.5 tril-
lion non-Social Security, non-Medicare surplus, we really could
make significant improvements building upon welfare reform and
reducing those marginal tax rates for the working poor.

There is no expansion of the earned income tax credit. Working
families do not benefit from the Bush tax plan. We estimate that
33 percent of all children do not benefit; 55 percent of black chil-
dren; 56 percent of Hispanic children do not benefit from the Bush
tax plan.

We could have made the child tax credit partially refundable, say
5 to 15 percent of earnings. That would have reduced those mar-
ginal tax rates and provided a significant increase in those mothers
who have responded to welfare reform and have entered the labor
force.

There is no funding for the change in child support distribution
rolls. I think we had a conversation last year where we know that
young men who pay child support sometimes face a 100 percent tax
rate. It is a mandatory payment that they should and must pay but
all of the proceeds go to government because we reduce that TANF
check dollar for dollar. There are no funds to improve those child
support distribution rolls and fund the bill that passed the House
last year, 405.

There is no expansion of Medicaid or SCHP. The typical state is
a mother loses Medicaid eligibility when she hits 67 percent of pov-
erty. There is no improvement in the safety net for the working
poor legal immigrants. I also think we should have some funds to
restore some of the food stamp cuts enacted in 1996 that were pri-
marily budget cuts. It was a reconciliation bill. That would again
ease some of those marginal tax rates.

In sharp contrast, the Bush budget allocates $555 trillion to the
wealthiest 1 percent in this country who have incomes on average
of about $800,000 and who have gained, despite their high mar-
ginal tax rates, somewhat higher, an increase in income of 50 per-
cent. They also got a significant tax reduction in 1997. I just want
to contrast what we have done for the very top versus how we
could have built upon welfare reform and helped working poor fam-
ilies.

In terms of the actual cuts in the Bush budget, there is no exten-
sion of TANF supplemental grants which means 17 States will ac-
tually get a reduction this year unless you extend those grants. I
think there is also a reduction in TANF funding because the Bush
administration says we are going to add a new purpose. We are
going to encourage States to encourage charitable giving. That
takes $400 million away from States to aid low income families and
I think primarily will reimburse middle class families for behavior
they are already undertaking. We have not yet seen all of the de-
tails.

We think there is about a $2 billion cut in HUD funding. We
know from the functional totals because there is an increase in
education in Function 500 that there has to be a significant in-
crease in job training monies and there is also no expansion of
CHIP funds.
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If you recall, States are going to get $1.1 billion less this year
compared to 2001 because when it was enacted, there was this fall
off in funding. Now, with the surplus, I think there is clearly a
need to not go through that funding reduction.

In terms of how this fares in the State of Iowa, a State picked
at random.

Chairman NUSSLE. Could I ask you to save that because I would
like to hear this but I need to go and do my duty on the floor quick-
ly and we will come back. Could we do that?

Mr. PRIMUS. Sure.
Chairman NUSSLE. The committee will be in recess until we are

done with the votes.
[Recess.]
Chairman NUSSLE. Mr. Primus, I interrupted your testimony so

that we could vote. I apologize for that. Please pick up where you
left off. I think you were about to tell me a bit about Iowa.

Mr. PRIMUS. Thank you.
I would like to demonstrate what some of these missed opportu-

nities mean for working poor families in Iowa.
Some 28 percent of the children in Iowa would not benefit from

the Bush tax plan and 86 percent of those families include a work-
er. As I mentioned, I did a calculation for a single mother with two
children whose earnings increased from $14,000 to $20,000. She
faces a 70 percent marginal tax rate. I would argue that you ought
to be about the business of trying to reduce that tax rate so that
when she has entered the labor force, she gets to keep more of her
earnings.

About 9 percent of the children in Iowa lack health insurance. A
single mother who leaves welfare loses Medicaid assistance in Iowa
when her earnings get to 90 percent of poverty. In the typical
State, it is 67 percent of poverty and in most cases, when a non-
custodial parent pays child support in Iowa, they essentially face
an effective 100 percent tax rate.

There is one other aspect. Nancy Johnson held a hearing last
year on what was an agreement among business and labor and ad-
ministrators of the unemployment insurance system. The State of
Iowa has to impose an employer surtax to fund its employment
service. I think the budget should assume some unemployment in-
surance improvements along the lines of that stakeholder agree-
ment.

Finally, I would hope that in this budget, and as the Congress
thinks about reauthorizing TANF, food stamps and child care next
year, one is that you make sure you reserve enough monies in the
budget so that reauthorization can take place. I would hope that
the authorizing committees could change the central focus from
caseload reduction to poverty reduction; that we need additional
supports to help the families remaining on welfare get into the
work force.

Something that I have worked a lot on in the last several years
is to really help noncustodial parents build capacity to support
their children financially and emotionally. The Bush budget does
include some new monies to really start to do that.

I think we also need to provide support to two parent families.
Two parent families are not being served by our welfare system.
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They have much lower participation rates in Medicaid, food stamps
and TANF. I think we need to increase funding.

In terms of the budget implications, I think there is a strong case
for extending the TANF supplemental grants. Those 17 States are
actually going to get a decrease. In terms of funding levels, they
get an average of about $700 per poor child. The nonsupplemental
States get $1,700 per poor child. The States getting these extra
grants have higher child poverty rates, lower fiscal capacity. The
Bush budget was correct in recommending a $200 million increase
a year in child welfare but they did not include the child support
distribution reforms.

In conclusion, the bottom line is, I think this surplus gives you
the opportunity to really build upon welfare reform and improve
our work-based safety net substantially. I would urge that you re-
allocate some of that $555 billion you are giving to the top 1 per-
cent in the form of a tax cut and improve in some way child care
funding, Medicaid, health insurance for the working poor in this
country.

Thank you.
[The prepared presentation of Wendell Primus follows:]

PREPARED PRESENTATION OF WENDELL PRIMUS, DIRECTOR OF INCOME SECURITY,
CENTER ON BUDGET AND POLICY PRIORITIES

ECONOMIC CONTEXT OF WELFARE REFORM

Key Factors in Explaining the Positive Outcomes
• Welfare reform coincided with the longest-running economic expansion in our

nation’s history.
• Average annual unemployment fell from 6.9 percent in 1993 to 4.0 percent in

2000.
• Hourly wage rates for the lowest-paid workers began to rise after falling for two

consecutive decades.
• EITC expansions to make work pay.
• Increases in child care expenditures.

POSITIVE OUTCOMES OF WELFARE REFORM

• Single mother are working more.
• In 1992, about one-third of single mothers with young children were employed;

by 1999, more than half were employed.
• Single mothers are earning more.
• The poorest 40 percent of single mother families increased their earnings by

about $2,300 per family on average between 1995 and 1999 after adjusting for infla-
tion.

• Child poverty has decreased.
• Under a measure of poverty that includes government benefits and taxes, the

child poverty rate fell to 12.9 percent in 1999 the lowest level since this measure
became available in 1979.

• Caseloads have declined by 56 percent in TANF and 35 percent in Food Stamps
since 1994.

TROUBLING RESULTS OF WELFARE REFORM

• After adjusting for inflation, the average disposable incomes of the poorest fifth
of single mothers fell 4 percent between 1995 and 1999, despite increased earnings.

• According to the Current Population Survey, there are 700,000 families that
have significantly less income in 1999 than their counterparts in 1995.

• The ‘‘poverty gap’’ has not budged significantly in recent years despite the de-
crease in the poverty rate.

• The poverty gap measures the total number of dollars that would be required
to bring all people with incomes below the poverty line up to the poverty line.

• Trends in disposable income.
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• While the poorest 40 percent of single mother families increased their earnings
by about $2,300 per family on average between 1995 and 1999, their disposable in-
come increased only $292. (All figures adjusted for inflation.)

• Many working families are inappropriately losing ancillary benefits for which
they remain eligible, such as food stamps.

• Single mothers with incomes between about $13,000 and $20,000 face very high
marginal tax rates.

• The labor force participation rates of young African American men has fallen
6 percentage points between 1993 and 1999.

• MDRC results show that positive outcomes for children require both work and
income gains.

BUILDING ON WELFARE REFORM

Missed Opportunities to Help the Working Poor
• No expansions of the Earned Income Tax Credit, such as:
• A ‘‘third tier’’ in the EITC for families with three or more children.
• Reduction in the marriage penalty in the EITC.
• Expansion of the EITC in targeted income ranges to reduce marginal tax rates.
• Working poor families do not benefit from the Bush tax plan.
• Some 33 percent of all children will not benefit from the Bush tax plan; 55 per-

cent of Black children and 56 percent of Hispanic children will not benefit.
• Could make the child tax credit partially refundable, by refunding a small per-

centage of earnings (between 5 percent and 15 percent) up to a maximum credit of
$1,000 per child.

• No funds to improve child support distribution rules like H.R. 4678, which
passed the House 405–18.

• Many low-income noncustodial parents face an effective tax rate of 100 percent
when they pay child support.
Missed Opportunities to Help the Working Poor

• No expansion of Medicaid or SCHIP for working parents and the many children
who remain uninsured.

• In the median state, a parent in a family of three loses Medicaid eligibility
when her income surpasses 67 percent of the poverty line.

• No improvement in the safety net for legal immigrants.
• Should restore food stamp benefits for the working poor and states should have

the option to restore Medicaid coverage.
• No funds to improve the Food Stamp program and restore ‘‘budget’’ cuts enacted

in 1996 that affected working families, among others.
• In sharp contrast, the administration budget allocates $555 billion to benefit the

richest 1 percent of Americans over the next decade, a group whose real income in-
creased nearly 50 percent since 1989 and who enjoyed a significant tax cut in 1997.
This amount is more than health, education, and all other initiatives combined.

CUTS IN LOW-INCOME PROGRAMS

• No extension of TANF supplemental grants.
• Currently, wealthier states receive about $1,778 in TANF dollars per poor child,

while poorer states that received supplemental grants receive $733 per poor child.
• Reduction in TANF funding for low-income families because $400 million spent

on state tax credits for charitable giving.
• $2.2 billion cut in real funding for HUD programs.
• Reductions in job training monies.
• There is no expansion of SCHIP funding to offset a cut of $1.125 billion in FY

2002 compared to FY2001. This cut was a budget-related measure included when
the program was enacted.

THE WORKING POOR IN IOWA

• Some 28 percent of children in Iowa will not benefit from the Bush tax plan;
86 percent of excluded families include a worker.

• Single mothers with two children and child care expenses face average marginal
tax rates of 70 percent as their earnings increase from $14,000 to $20,000.

• Some 9 percent of children in Iowa lack health insurance coverage.
• A single mother leaving welfare loses health insurance coverage when her in-

come reaches 90 percent of the poverty line.
• In many cases, low-income NCPs face an effective 100 percent tax rate on the

child support they pay.
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• Because of employment service funding reductions, Iowa has been forced to
enact a special surcharge on employers. The budget should assume unemployment
insurance improvements.

BUILDING ON WELFARE REFORM: TANF REAUTHORIZATION

• Change the law’s central focus from caseload reduction to poverty reduction.
• Support families in the transition from welfare to work by providing appro-

priate services for adults with significant employment barriers, examining sanction
policies, and modifying the time limit on Federal cash assistance.

• Help noncustodial parents build capacity to support their children both finan-
cially and emotionally.

• Provide services to strengthen two-parent families and help fragile families stay
together.

• Increase funding and make states more accountable for how they use their
TANF block grant funds.

• The block grant should be indexed for inflation.
• Additional funds to reduce the vast disparities in resources available to poorer

states.
• A more effective measure is necessary to provide states additional funds in case

of an economic downturn.

BUDGET IMPLICATIONS

• Extend TANF Supplemental Grants and put in baseline.
• Child Welfare.
• Child Support distribution reform.
• Fatherhood/Employment services for low-income NCPs.
• Unemployment Insurance reform.
• Monies for TANF, child care, the Social Services Block Grant, Food Stamps,

Medicaid, and SCHIP.
Chairman NUSSLE. Thank you both for your testimony with re-

gard to welfare reform and poverty.
There is no question that the percentage both of you used, 56

percent of a reduction in the welfare rolls, that to a very large ex-
tent the reforms we put into place in 1996 have been generally
very successful, that there are a lot of success stories. I think what
both of you are telling us is that there are challenges that lie ahead
and you are giving us some advice on how best to meet those chal-
lenges.

Apart from the argument you make about the $555 billion going
to the top 1 percent, which my information tells me some of that
tax cut is attributed to people who are deceased which is an inter-
esting way of computing it but probably not very realistic.

Aside from that, a debate over tax cuts, I think there is a longer
term issue here that both of you discuss and that is how do we
meet this challenge? What do we do? Obviously there are some
good reforms that were put into place creatively both by the Fed-
eral Government and by the State Government. There are still peo-
ple both in Iowa, as well as every State, who have not yet been
able to figure out the benefit, or we have not figured out how to
benefit and get them on their feet. It is not just a matter of provid-
ing the assistance; it is also a matter of moving them from depend-
ency to independence.

The question I would have is, what are your specific rec-
ommendations? I understand what you are saying about the tax
cut. Suggest for a moment, you have lost that argument, what
other suggestions would you make with regard to specific proposals
and reforms that you would hope to see us consider as part of our
moving forward, whether in this budget or budgets in years to
come?
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Mr. RECTOR. I would offer a number of points. The first is that
I think if you listen to Mr. Primus, and I have listened to him for
20 years now, you would think the welfare system was cut and cut
and cut and cut, but somehow when you look at the chart, it keeps
going up and the taxpayers keep paying more.

Since 1965, welfare spending, even after adjusting for inflation,
has increased every year but four. Every year it goes up. Somehow,
the book of Proverbs tells us, ‘‘The eyes of man are never full.’’ No
matter what is spent here, we have doubled spending in the last
10 years. You can always come back and hear dozens and dozens
of recommendations of why to spend more. Somehow the situation
never seems to improve. I think that is basically because we are
spending on the wrong things.

If we spend on one-way handouts, if we spend on programs that
reward idleness and reward single parenthood, you get more idle-
ness and more single parenthood. That is the one thing we have
learned from welfare reform.

I would recommend a number of fundamental things. One is I
think you need to set a reasonable goal for future spending. I think
cash, food and housing should increase no faster than the rate of
inflation in future years. The underlying philosophy behind that is
as Lyndon Johnson said, ‘‘We want to have fewer people on wel-
fare, not more.’’ We should have fewer people. Simply let the
spending increase no faster than the rate of inflation would allow
for some increases while having a declining population on the rolls.

The second, most important thing I think we could do in terms
of welfare program structure is to recognize that the reform we
passed in 1996 was only a half of a reform. The most significant
thing that happened in 1996 was we passed national requirements
that said women on AFDC are required to undertake some commu-
nity work service or job search or some sort of constructive activity
as a condition for getting aid. When we did that, the caseload
dropped in half; the employment rates went up; the child poverty
rate for black children and children in single parent families is now
at the lowest point in the entire history of the United States large-
ly as a result of that Act. That Act is quite weak. Most people do
not realize that of the 2 million welfare mothers still left on the
rolls, half are sitting there idly at home, not doing anything.

One thing we should do as we look toward TANF reauthorization
is have a requirement that all parents on TANF be required on a
weekly basis to participate in some sort of constructive activity
leading to self-sufficiency.

The other thing we need to understand is if we look at public
housing, of the aid that goes to children, 80 to 90 percent is to sin-
gle parents; Section 8 housing, same thing; earned income tax cred-
it, something like 66 percent; food stamps, aid to children, some 80
percent goes to single parents. These programs exist largely as sub-
sidy systems that are trying to address the collapse of marriage
that began in the 1960’s. None of this spending would occur if that
collapse of marriage had not occurred.

Child poverty, 80 percent of the child poverty in the United
States today occurs to children from either a home where the moth-
er never married or some sort of home that is broken or fractured.
Child poverty and welfare and single parenthood are essentially all
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the same problem, yet we never address why welfare exists. We
never address why that poverty exists.

The first and foremost thing I would recommend in future years
is we need to begin to devise active programs to encourage mar-
riage rather than penalize it and recognize that all of these welfare
programs as means tested programs implicitly penalize marriage.
If the woman has a boyfriend who is the father of the child but he
has earnings, she gets to keep most of her welfare income as long
as she is not married to him. The moment she marries him, his
earnings are counted against her welfare eligibility and those bene-
fits are going to be substantially reduced.

The whole system is antimarriage and has been that way for a
long time and it is also agnostic. It never talks to parents about
the value of marriage. Eighty-five percent of all the out-of-wedlock
child births are paid for right at the front door by Medicaid. That
is the first payment you have for that child, a substantial one.

In close to half of those cases, most of these are women in their
early 20’s, in close to half of those the woman is actually cohabiting
with the father at the time of birth, he is right there in the home,
they have a reasonable relationship. In no State in the United
States does the Government even say, have you two thought about
getting married, can we tell you what the effects on this child
would be if you did get married. Could we tell you the effects on
one another? Could we provide you with some mentoring services
or some skills to try to improve your relationships? That is the
singlemost important thing you could do to improve the well being
of that child, reduce his future prospect for child poverty as well
as substantially welfare outlays in the United States.

You could go from California to Maine and not find a single bro-
chure in any Government office that says anything positive to that
young couple about marriage. I regard that as a terrible tragedy.

The last concrete recommendation I would make is that I think
TANF has been very successful in reducing dependency and pov-
erty and it is time that the taxpayer gets some reward for that suc-
cess. Therefore, I would recommend that when TANF is reauthor-
ized next year, the future budget authority for TANF should be
fixed and cut by 10 percent above existing levels. That still leaves
more than enough funding to keep the TANF reform going forward,
particularly if you improve the work requirements.

Chairman NUSSLE. Mr. Primus.
Mr. PRIMUS. I will try to be brief.
I strongly support work and I think you have to encourage work

is by reducing those marginal tax rates I talked about. In the case
of Iowa, it might be providing more child care dollars so they do
not have to impose a co-pay but it also could be by reducing the
phaseout in the earned income tax credit. Today, we take away 21
cents for every dollar that is earned. Perhaps we should only take
away 10 or 15 cents until the family has lost food stamp eligibility.

Another way we could reduce marginal tax rates is making the
child tax credit refundable against earnings. In other words, phase
it in say at a 10 percent rate, so your mother and two kids reach
the $1,000 at $20,000, $1,000 for each child. That would also re-
duce marginal tax rates.
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I think welfare reform has worked better than I thought. Those
mothers are working more but they are keeping as much of their
income.

The other thing I think is Medicaid. Today working parents lose
Medicaid in the typical State at 67 percent of poverty. I think you
have to provide additional SCHP or Medicaid funds so States can
cover the working poor to a higher level. Those three things would
do a lot for the work base.

Let me say something about marriage. I think there is a limit
to what Government can do. It cannot make two people love each
forever, even if they produced a child. There is research that sug-
gests that the Child Support Enforcement Program, the stronger it
is, it reduces out of wedlock births and it lowers divorce rates, not
a heck of a lot but statistically significant.

I think we should be moving toward a universal child support
system where the cultural is if you do not live with your kids, you
pay. For some of the dads at the very bottom of the earning spec-
trum, we also need to help them get into the labor force and we
need to reduce the 100 percent tax rate on child support at the bot-
tom. That is one very concrete thing you could do.

Chairman NUSSLE. I appreciate your recommendations.
Are there other members who wish to inquire? Ms. Clayton.
Ms. CLAYTON. I do have a statement and a couple of questions.
Mr. Rector, many of the points you make I certainly agree with.

However, I have an overriding feeling that you have made poor
people a scapegoat by the fact that increased government spending
has occurred and there are still more people who are dependent on
less food. I could take a chart for the same period of time and look
at defense spending and see it go up. I do not think it goes up in
proportion.

I can also tell you that I can take a budgetary projection for a
number of the sectors of this Government and see it go up. I also
believe that single parents add to the poverty rate and contribute
to a lot of the problems. I have committed myself to teenage preg-
nancy long before I came to Congress. I did not have to be a Mem-
ber of Congress to be engaged in that. I do that in my own commu-
nity.

Again, it should not be perceived that because they are there, we
do not make a difference. We turn our backs on that. Spending will
go up regardless. We will either be paying more in prisons or pay-
ing more to a system. There is no way not to have society pay for
dysfunctionality. So if we are not committed to changing that
dysfunctionality, those issues with education, prevention of teen
pregnancy and other things will continue. That is my sermon for
today.

My question is, in the EITC earning, would you be in favor of
increasing that for married families. Also, to what extent do you
think that would help in the poverty of married families since there
are married families in poverty just like singles.

Mr. RECTOR. One of the few increases in means tested spending
that I would support would be an increase in the earned income
tax credit for married couples. I think that would be very valuable
in terms of offsetting the antimarriage effects that exist in all of
these other programs. Let me emphasize again all means tested
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programs inherently have a household splitting effect. A lot of peo-
ple think welfare is antimarriage because married couples cannot
get it. That is not true. What it says is you get welfare if you have
very low earnings in your home. What is the easiest way to have
very low earnings in the home is not to have an employed husband
on the record. He might be a boyfriend around the block but if you
get married, he is going to go on the record and you lose most of
your welfare eligibility. That has been the core of antimarriage and
that applies to public housing, food stamps, Medicaid and TANF.

I think making the EITC a little more marriage friendly would
be an excellent way to offset that a bit, but I also think we have
to get in there and give the message. I think young people today
do not understand any connection between being married and hav-
ing children. They actually will say stuff like that and that is a
tragic thing.

I would love to go into high schools and at risk communities and
talk to young women and say to them, all the data shows you want
to bring a child into the world and you will in a few years but the
very best thing you can do——

Ms. CLAYTON. My time is almost up. You would give that to not
only poor people but to anybody, the education?

Mr. RECTOR. Yes. I think it should be targeted but I think every-
body could use it.

Ms. CLAYTON. You understand divorce is increasing for those not
in poverty as well?

Mr. RECTOR. Absolutely.
Ms. CLAYTON. I just want the morality standard to be for all of

us, those who are poor and those who are not.
Mr. Primus, do you know of research that shows there is an im-

pact on the economic security and families and marriage? Tell me
about the economic security of marriage on families?

Mr. PRIMUS. There was a study on the Minnesota Family Invest-
ment Program by the Manpower Development Research Corpora-
tion in New York. They found there are positive outcomes for chil-
dren if earnings increase and income increases. Minnesota had a
very generous earnings disregard so that when you worked, you got
to keep a large part of those earnings.

That same research also shows that marriage rates increased in
those situations. I think the key to some of this marriage argument
is making sure that males have a job. Women are not going to
marry unemployed men that have very poor labor markets. I think
William Wilson’s research shows that, so if we really want to make
sure we increase marriage and increase two-parent families, I
think economic security is the first thing and that is kind of a flip
side.

Mr. Rector is urging more social services. I think we should focus
on an economic security plan. I also think we need to serve two
parent families much better in our welfare system. There is a cul-
ture that says, welfare does not help two parent families.

Ms. CLAYTON. Mr. Rector, would you support dividing support to
married couples under the TANF Program rather than just to the
mother?

Mr. RECTOR. They are already supported under the TANF Pro-
gram. The problem with that is that we started that in the 1980’s
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and it did not have much pro-marriage effect because it used to be
called the AFDC Unemployed Parent Program. Two parent families
could get in under the program but the condition of aid is that the
father is not working. That is not what we want.

If you bring in a family and keep them on AFDC for many, many
months where the dad is not working, the message you are prob-
ably sending is the dad is not really that necessary to the home.
Actually, there is some research that indicates that increased fam-
ily breakup.

The group we want to support and encourage is marriage of
mothers to employed fathers which is why the EITC is a much bet-
ter way of doing it because there the dad is working. Now you have
all the elements in place. The dad is working, the mother is getting
married to him, the child has two parents in the home.

In addition to providing that economic support, we need to pro-
vide counseling. We can teach people how to keep their relation-
ships together, how not to fight and fall apart. We can do those
things and that is the singlemost important thing we can do for
American children.

Ms. CLAYTON. Thank you, Mr. Chairman.
Chairman NUSSLE. Ms. McCarthy.
Ms. MCCARTHY. Mr. Rector mentioned $313 billion in spending

on welfare programs. I am curious if you know how much of that
is actually spent on families with children? Going through the
budget, I noticed that there is going to be a $1 billion cut in hous-
ing and 40 percent of those in public housing are elderly and dis-
abled and here we are cutting.

Mr. PRIMUS. I think if you look at Mr. Rector’s chart, Table 1,
over half of the total amount of spending here is on Medicaid and
a lot of Medicaid goes to nursing homes for the elderly. I did a cal-
culation where I looked at all the families with children below pov-
erty, with earnings below poverty, and I added all the means tested
cash, their food stamps, their EITC, everything but health, and
that totaled $40 billion. That is not the picture you are getting
here. That is about $2,500 per poor child. We give a middle income
child about $1,000 through the child tax credit and the personal ex-
emption.

In fact, that $2,500 per poor child is probably less than the dis-
parity in education funding between inner city children and subur-
ban children in many of our communities. All of the EITC is spent
on families with earnings. I do not call that welfare; I call that pri-
marily an earnings supplement and a reduction of payroll taxes.

Ms. MCCARTHY. I still think we have a long way to go on train-
ing to get good jobs, not jobs paying $3.25 to $4.00 a hour because
no one is ever going to get off welfare under those scenarios.

Chairman NUSSLE. Thank you very much.
I want to thank the panel for their insight, comments and sug-

gestions. It is always an interesting subject and I appreciate your
continued advice to us on the topic. I look forward to another op-
portunity sometime down the road.

Thank you.
We will introduce this next panel quickly, and then we will invite

them to testify.
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First is Dr. Thomas Saving, who is from the Private Enterprise
Research Center at Texas A&M. Dr. Saving was appointed by the
President to the Board of Trustees of Social Security and Medicare
Funds, just here recently in the year 2000.

Next is Marilyn Moon. Dr. Moon is an economist with interests
in health, income, security, and public policy. She is a Senior Fel-
low at the Urban Institute. We welcome her to the witness table.
Dr. Moon has served as the Senior Analyst to the Congressional
Budget Office, and she’s the first Director of the Policy Institute of
the American Association for Retired Persons.

Last and certainly not least is Dr. Gail Wilensky. Dr. Wilensky
has done a number of things that this Congress is familiar with.
She is a former Presidential appointee, as the Director and Admin-
istrator of the Health Care Finance Administration.

We heard earlier today that maybe the new Secretary of HHS
may want to change that name. He said he was not sure what a
HCFA was. He was not sure anyone knew what a HCFA was. So
maybe you have some insight on that.

But your duties were as former Administrator, as well as Deputy
Assistant for the President for Policy Development, where you ad-
vised previous President George Bush on the health care and wel-
fare issues. You earned a BA in psychology and a PhD in economics
from the University of Michigan.

We welcome all three of you. We would inform you that your full
testimony will be made part of the record, and we invite you to
summarize your testimony before us today.

We will start with Dr. Wilensky. Welcome.

STATEMENT OF GAIL WILENSKY, JOHN M. OLIN SENIOR
FELLOW, PROJECT HOPE

Dr. WILENSKY. Thank you, Mr. Chairman and members of the
committee.

As you have indicated, I am a former HCFA administrator. I will
be glad and heartily support the notion of finding a new name for
the organization. I am currently the Chair of the Medicare Pay-
ment Advisory Commission.

I want it to be clear that I am not acting in either of those capac-
ities today, but rather am providing my own views as a health pol-
icy person and an economist.

I am going to primarily talk about the administration’s programs
for Medicare and prescription drug coverage, the need for reform,
and the extent to which the administration addresses these needed
reforms. Then I will just briefly touch, if there is time, on the pro-
posals for Medicaid reform, and also proposals for the uninsured.

The administration has proposed spending $153 billion over the
10 year period, fiscal 2002 to 2011, to modernize and reform Medi-
care. The specifics of what the administration is going to propose
in terms of long-term reform are not yet clear. There is some fund-
ing for a temporary program to provide assistance to low income
seniors and seniors with catastrophic expenses.

There is no question that the program needs to be reformed. Re-
forming the regulatory structure is commonplace discussion in
Washington now and outside. People understand that the benefits
are inadequate. There is some very questionable solvency issues,
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particularly when you think about Part B, and not just the Part
A trust fund, and it is a very administratively complex program.

In my opinion, as important as the inadequate benefits are, not
having out-patient prescription drug coverage and catastrophic cov-
erage, it would not be a good idea to do a standalone drug benefit,
outside of the context of further reform of the Medicare Program

The reason is, I believe that it is imprudent to substantially in-
crease the spending needs of a program that is already in a finan-
cially fragile state, without doing something to reform the program.

Second of all, if history is any guide, however much you think
the program will cost, you will be wrong. If we look at the ESRD
experience, we are seeing a six or seven billion dollar program,
after anticipating a much smaller program.

Between the time the catastrophic legislation that was passed in
1988 and repealed in 1989, the prescription portion of that bill in-
creased by a factor of two-and-a-half fold from the time it was first
proposed until the time it was actually repealed. We do not know
what it would have actually cost. We never got that far.

So it seems pretty likely that we will undershoot that estimate.
As you know, CBO has recently put out new estimates about how
much faster drug spending has gone up for the elderly than we had
thought.

Finally, the design issues of a drug benefit program are difficult
and have not yet been determined. It would be very useful if the
Congress could decide how it wanted to reform Medicare and start
now.

The fact is, building a infrastructure for a reformed Medicare
will take time. Future seniors need to know the program that they
will face.

Future seniors will be very different from the people whw are
now on the Medicare Program. They will be better educated, and
they will frequently have more income. Many of the woman will
have worked full time, or at least substantially during the entire
adult period, and their experiences with the work force and their
health plans will be very different.

The question, or at least one question you will need to consider,
is whether a temporary program for those most in need is a reason-
able interim step.

It might be, as the administration has proposed, as a block grant
to try to make use of the fact that 26 states have some kind of as-
sistance programs; or it might be a program that starts first with
the special populations under Medicare, the so-called QIMBY and
SLIMBY populations; the qualified Medicare beneficiary in the se-
lected low income populations, that get special help paying their
deductibles and co-insurance and premiums. They are not on Med-
icaid, but they get special help.

In order to do that, you would have to make a lot of the decisions
about designs. In order to do the block grant, you would have to
go through new legislation and possibly run the risk of having
money out there, which would be hard to curtail.

So whether or not we have a temporary program, although you
can make good arguments as to why we should help now those
most in need while we get ready for long term reform, whether it
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is really worth the political capital is something you will have to
decide.

What I would caution is be wary if you do not do Medicare re-
form and prescription drug coverage; be wary about spending more
to increase payments to providers.

I think there is some justification that could be made for the two
previous pieces of legislation following the Balanced Budget act,
the so-called BBRA, and the Beneficiary Improvement and Protec-
tion Act, that was signed into law last December.

But it appears, at least for hospitals, that providers are doing
much better financially. It appears based on three-quarters data
that is now available for 2000, that margins are back up around
the rate they were in 1997.

So if we do not see agreement on Medicare reform, I caution you
to be careful about spending that money that is set aside for in-
creasing provider payments.

I have two quick words on the other areas in the administration
proposal. One is about Medicaid. The specific legislative proposals
about Medicaid have not yet been released, but there was included
in the budget a substantial savings, $17.5 billion roughly, from
Medicaid that involved tightening up the upper payment limit pro-
visions for which there was some improvement in December when
HCFA issued some new regulations.

This is once again an area in which the states have shown them-
selves to be very creative at finding ways to increase the Federal
share of match in Medicaid; having been at HCFA during vol-
untary donations and provider taxes, the first wave of creative fi-
nancing, now to be replaced with upper payment limit in intergov-
ernmental revenues.

It is not clear to me that we can continue to rely on the matching
grant, where the states put in part of the money as an effective
cost containment mechanism for Medicaid.

It may be time to think about other strategies that would convert
the structure of the program and still allow for state flexibility,
which is clearly of interest, both to the Secretary and to the Presi-
dent, as well to the Governors. I would be glad to talk about what
that might look like, if there is time later.

Finally, I want to recognize although the details are not yet very
clear, the administration will be proposing a multi-prong strategy
for the uninsured: a refundable tax credit, combined with efforts to
build the infrastructure by increasing substantially the amount of
money for community health centers, and by providing some funds
to innovative local organizations.

It recognizes that if we are going to make inroads in trying to
reduce the numbers of uninsured, it will take a series of steps and
strategies.

Thank you very much, Mr. Chairman.
[The prepared statement of Gail Wilensky follows.]

PREPARED STATEMENT OF GAIL R. WILENSKY, PH.D., JOHN M. OLIN SENIOR FELLOW,
PROJECT HOPE

Mr. Chairman and members of the Budget Committee: Thank you for inviting me
to appear before you. My name is Gail Wilensky. I am the John M. Olin Senior Fel-
low at Project HOPE, an international health education foundation and I chair the
Medicare Payment Advisory Commission. I am also a former Administrator of the
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Health Care Financing Administration. My testimony today reflects my views as an
economist and a health policy analyst as well as my experiences running HCFA. I
am not here in any official capacity and should not be regarded as representing the
position of either Project HOPE or MedPAC.

My testimony today primarily discusses the administration’s programs for Medi-
care and prescription drug coverage, the need for reform and the extent to which
the administration addresses these needed reforms. My testimony also briefly dis-
cusses the administration’s proposals for Medicaid reform and the proposals for the
uninsured.

THE ADMINISTRATION’S MEDICARE PROPOSALS

The administration has proposed a program to modernize and reform Medicare
that spends $64.2 billion in fiscal years 2002–2006 and $153 billion in fiscal years
2002–2011. This is in addition to $2.5 billion set aside for FY 2001 that is not in-
cluded in the five or 10 year numbers.

The long-term reform plan has not yet been submitted, but the administration’s
principles for reform include preserving Medicare’s current guarantee of access, a
choice of health plans that includes the option of purchasing prescription drug cov-
erage, covering the expenses for low-income seniors, streamlining access to new
medical technologies, establishing an accurate measure of Medicare solvency and
not increasing payroll taxes.

The administration is proposing an interim and temporary program that provides
assistance to low-income seniors and seniors with catastrophic drug expenditures
until Medicare reform is enacted and implemented. The program, Immediate Help-
ing Hand, provides funds to the states that would cover the costs of prescription
drug coverage for seniors below 135% of the poverty line with no premium and
nominal co-payments. Seniors between 135% and 175% of the poverty line would re-
ceive partial coverage. Catastrophic coverage would be provided for seniors with out-
of-pocket drug costs exceeding $6000 per year.

THE NEED TO REFORM MEDICARE

Although Medicare has resolved the primary problem it was created to address,
ensuring that seniors had access to high quality, affordable medical care, there are
a variety of problems with Medicare as it is currently constructed. The administra-
tion has correctly assessed the most important of these flaws: inadequate benefits,
financial solvency, excessive administrative complexity and an inflexible Medicare
bureaucracy.

A part of the motivation for Medicare reform clearly has been financial, particu-
larly concern about the solvency of the Part A Trust Fund. Part A funds the costs
of inpatient hospital care, Medicare’s coverage of skilled nursing homes and the first
100 days of home care. The Part A Trust Fund is primarily funded by payroll taxes.
The changing demographics, associated with the retirement of 78 million
babyboomers between the years 2010 and 2030 and their increasing longevity, mean
that just as the ranks of Medicare beneficiaries begins to grow, the ratio of workers
to beneficiaries will begin to decline. Even with the strong economy of the last dec-
ade and the slow growth in Medicare payments since 1997, current projections show
Part A Trust Funds payments exceeding Part A income by 2010 and its assets ex-
hausted by 2025.

As important as issues of Part A solvency are, the primary focus on Part A as
a reflection of Medicare’s fiscal health has been unhelpful and misleading. As the
administration has made clear, Part B of Medicare, which is financed 75 percent
by general revenue and 25 percent by premiums paid by seniors, is a large and
growing part of Medicare. Part B currently represents about 40 percent of total
Medicare expenditures and is growing substantially fast than Part A expenditures
and about 5 percent faster than the economy as a whole. This means that the pres-
sure on general revenue from Part B growth will continue in the future even though
it will be less observable than Part A pressure. It also means that not controlling
Part B expenditures will mean fewer dollars available to support other government
programs.

However, as the committee understands, the reasons to reform Medicare are more
than financial. Traditional Medicare is modeled after the Blue Cross/Blue Shield
plans of the 1960’s. Since then, there have been major changes in the way health
care is organized and financed, the benefits that are typically covered, the ways in
which new technology coverage decisions are made and other changes that need to
be incorporated into Medicare if Medicare is to continue providing health care com-
parable to the care received by the rest of the American public.
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Much attention has been given to the fact that the benefit package is outdated.
Unlike almost all other health care plans, Medicaid effectively provides no out-
patient prescription drug coverage and no protection against very large medical
bills. Because of the limited nature of the benefit package, most seniors have supple-
mented traditional Medicare although some have opted out of traditional Medicare
by choosing a Medicare risk or Medicare+Choice plan.

The use of Medicare combined with supplemental insurance has had important
consequences for both seniors and for the Medicare program. For many seniors, it
has meant substantial additional costs, with annual premiums varying between
$1000 and $3000 or more. The supplemental plans have also meant additional costs
for Medicare. By filling in the cost-sharing requirements of Medicare, the plans
make seniors and the providers that care for them less sensitive to the costs of care,
resulting in greater use of Medicare-covered services and thus increased Medicare
costs.

Medicare has also struggled with coverage decisions for new technology. The proc-
esses currently in place have been complicated and time-consuming and frequently
have meant that seniors get coverage for new technologies years after the rest of
the populations. This was true for heart and lung transplants a decade ago and was
true for Positron Emission Topography (PET) until just recently.

There are also serious inequities associated with the current Medicare program.
The amount Medicare spends on behalf of seniors varies substantially across the
country, far more than can be accounted for by differences in the cost of living or
differences in health-status among seniors. Seniors and others pay into the program
on the basis of income and wages and pay the same premium for Part B services.
These large variations in spending mean there are substantial cross-subsidies from
people living in low medical cost states and states with conservative practice styles
compared to people living in higher medical cost states and states with aggressive
practice styles.

ASSESSING THE ADMINISTRATION’S MEDICARE PROPOSALS

The administration correctly understands Medicare needs reform in many dimen-
sions. Medicare’s benefits are clearly outmoded, but Medicare’s problems extend be-
yond the absence of prescription drug and catastrophic coverage. Medicare needs to
be modernized to accommodate the needs of the retiring babyboomers and to be via-
ble for the 21st Century.

During the campaign, the President’s long-term modernization of the Medicare
proposal was modeled after the Federal Employees Health Benefit Plan (FEHBP)
and the work of the Bipartisan Commission for the Long Term Reform of Medicare.
The principles provided for the President’s plans to reform Medicare are consistent
with these models of reform but the specifics of such a reform have not yet been
proposed. Instead, only the first step included during the campaign, a temporary,
short-term strategy to help low income seniors and seniors with catastrophic ex-
penses, has been presented.

The budget as presented raises at least two questions. If there is a lack of agree-
ment about other areas of reform, should a prescription drug benefit be added to
traditional Medicare now, with reform to follow some time in the future? If not, is
there any place for a temporary program of prescription drug coverage and how
should that program be designed?

Although I believe a reformed Medicare package should include outpatient pre-
scription drug coverage, I believe just adding this benefit is not the place to start
the reform process. The most obvious reason is that there are a series of reforms
needed to modernize Medicare. To introduce a benefit addition that would substan-
tially increase the spending needs of a program that is already financially fragile
without addressing these other issues of reform is a bad idea.

I personally support reform modeled after the FEHBP. I believe this type of struc-
ture would produce a more financially stable and viable program and would provide
better incentives for seniors to choose efficient health plans and/or providers and
better incentives for health care providers to produce high quality, low-cost care.
This type of program, particularly if provisions were made to protect the frailest and
most vulnerable seniors, would allow seniors to choose among competing private
plans, including a modernized fee-for-service Medicare program for the plan that
best suits their needs.

I am aware that the FEHBP model remains controversial with some in the Con-
gress, but I think it’s important that committee members understand that many of
the most vexing problems of FEHBP are also present with the current combination
of fee-for-service Medicare and Medicare+Choice plans, e.g. risk adjustment, provid-
ing user-friendly information, protecting vulnerable seniors, etc. But whatever the
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model of reform the Congress chooses to pass, the direction of the reform, a time-
table for its implementation and important first steps should be determined before
any major, new spending commitments are added to Medicare.

A second reason to proceed with some caution is the recognition of how difficult
it is to correctly estimate the cost of a new additional benefit. Our past history is
this area is not encouraging. The cost of the ESRD (end-stage renal disease) pro-
gram introduced in 1972 was substantially underestimated. The estimated cost of
the prescription drug component of the catastrophic bill passed in 1988 and repealed
in 1989 increased by a factor of two and one-half between the time it was initially
proposed and the time it was repealed. The new estimate of prescription drug
spending by the elderly recently released by the Congressional Budget Office fore-
casts drug spending will rise at an average of 12 to 13 percent per year for the next
decade instead of the 11 percent per year projected last year. This means that the
estimated cost of prescription drug bills already proposed, including the President’s,
is too low. The new cost estimate for H.R. 4680, passed last June is $213 billion
over 10 years instead of the original estimate of $160 billion and the plan proposed
by House Democrats would be $440 billion over 10 years rather than $330 billion.

In addition to cost and estimating concerns, important questions remain about
how best to structure a pharmacy benefit. Most recent proposals have made use of
pharmacy benefit managers or PBM’s as a way to moderate spending without using
explicit price controls. These strategies, when used by managed care, showed some
promise for a few years ago although more recently they have seemed less effective.
But most PBM’s have relied heavily on discounted fees and formularies and only
recently have begun using more innovative strategies to more effectively manage
use and spending. If Medicare is to make use of PBM’s, decisions will need to be
made about whether and how much financial risk PBM’s can take, the financial in-
centives they can use, how formularies will be defined and how best to structure
competition among the PBM’s.

All of these issues taken together suggest that legislating a standalone prescrip-
tion drug benefit addition to traditional Medicare is not a good idea. Given our his-
tory, the cost is likely to be severely underestimated, the design issues are difficult,
the structure and design of a reformed Medicare program are still subject to dispute
and the program remains financially fragile.

The best strategy would be to agree on the design of a reformed Medicare pro-
gram and begin to implement changes now. It is likely to take several years to build
the infrastructure needed for a reformed Medicare program and to transition to a
new program. Producing the regulations needed to implement the controversial leg-
islation needed for a drug benefit will take at least 2 years. A reasonable interim
step is to put in place a temporary program providing prescription drug coverage
to help those most in need.

There are at least two ways a temporary program of prescription drug coverage
might be designed. One way is along the lines of the administration’s proposal, i.e.,
a grant program to the states that allows state to extend existing pharmaceutical
assistance programs, expand Medicaid coverage or introduce new programs, follow-
ing in the model of the Children’s Health Insurance Program (CHIP). The advan-
tage of this strategy is that it builds on assistance programs already existing in 26
states and doesn’t require new Federal regulations. However, there are a variety of
disadvantages to this strategy as well, i.e., it requires new legislation in states that
don’t already have assistance programs, state pharmacy assistance programs may
not be good designs for a regular Medicare benefit and may set a bad precedent,
it may be difficult to convince states to pursue a temporary program and ending a
block grant may be more difficult than starting one.

A second type of interim strategy would be to provide pharmaceutical coverage
first to those populations who already get special treatment under Medicare, that
is, the qualified Medicare beneficiary (QMB’s) and the specified low-income bene-
ficiaries (SLMB’s). This strategy addresses most of the disadvantages of the block
grant program but it requires agreement on many of the design issues already noted
and also requires the issuance of new regulations before it can be implemented.
Both of these suggest benefits might not actually be provided in the near-term.

Whether or not the benefits of providing an interim program of outpatient pre-
scription drug coverage for selected needy populations is worth the costs, is a deci-
sion the Congress will need to make. Congress might well decide it’s not worth the
political capital it would take and focus its efforts directly on broader Medicare re-
form, which will also include a prescription drug program.

If Congress does not enact Medicare reforms this year, it should be wary of using
any spending that has been set aside for Medicare reform for the purpose of further
increasing payments to providers. While some justification could be made for the
Balanced Budget Refinement Act passed in 1999 and the Beneficiary Improvement
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and Protection Act passed in 2000, the improved financial status of many types of
providers under Medicare and the higher projected spending rates for Medicare in
the coming decade suggest Congress should act with great caution. MedPAC re-
cently reported that total margins for hospitals in FY2000 appear to be greater than
5 percent, up from 2.8 percent in 1999. The financial status for other providers is
less clear and while a variety of changes need to be made to the way they are reim-
bursed, whether or not payments need to be increased should be carefully assessed.

THE ADMINISTRATION’S MEDICAID PROPOSALS

The specific programmatic changes to Medicaid and the Children’s Health Insur-
ance Program (CHIP) that the administration will be proposing are not yet avail-
able. The expectation is that the administration will introduce changes that will in-
crease state flexibility and encourage the use of private insurance and coordination
with employer-sponsored insurance.

The administration’s budget does not reflect legislated spending increases in Med-
icaid. The budget does, however, include a savings estimate of $17.4 billion over 10
years. This reflects a proposal by the administration to further restrict the effects
of the ‘‘upper payment limit’’ loophole. The upper payment limit has involved the
use of a higher payment for purposes of collecting the Federal share of Medicaid,
with a forced rebate to the states, which has allowed states to effectively increase
the Federal share in Medicaid spending. The final rule published by HCFA last year
partially closed this loophole but still allowed some states to continue the practice
for years and expanded the arrangement for non-State government-operated hos-
pitals. The administration proposes prohibiting any hospital plans approved after
Dec. 31, 2000 from receiving the higher payment limit proposed in last year’s final
rule.

The concerns raised by the Upper Payment Limit practices raise a more general
concern about Medicaid. The presumption underlying the current Medicaid program
is that the state’s share of the matching grant provides the basic incentive for states
to moderate spending under Medicaid. However, the states have shown themselves
to be very creative in devising financing strategies which effectively increases the
Federal share of the match beyond that which exists in law. Provider taxes and vol-
untary donations plagued the program during the 1990’s; upper payment limits and
intergovernmental transfers continue to plague the program. In this environment,
the interest in increasing state flexibility increases concerns as to whether state ac-
tions will be budget-neutral or cost increasing to the Federal budget. With recent
CBO projections of a 9 percent average annual growth rate in Medicaid for the next
decade, any further attempts by states to increase their Federal matching share and
thereby reducing incentives to be cost-conscious, are worrisome. It may be time once
again to consider moving to a block grant program based on the number of individ-
uals below certain income levels or a per capita block grant covering individuals
within specified income levels. In return for this increased flexibility, states would
need to provide information on the health status and use of services by people cov-
ered by the grants. This would be mean the Federal Government would have more
information on the effects of its program than it has with the current Medicaid pro-
gram.

THE ADMINISTRATION’S PROPOSALS ON THE UNINSURED

The administration is proposing a multipronged strategy to provide support for
the uninsured, including refundable tax-credits, investments in community health
centers, a reform of the National Health Service Corps and an investment in a
health communities innovation fund. This strategy recognizes that as important as
it is to provide increased insurance coverage to the uninsured, there will be a con-
tinuing need to fund the so-called health safety net. This is both because there are
likely to be substantial numbers of uninsured individuals irrespective of the precise
program that is adopted and because even for some individuals with insurance cov-
erage, there may not be adequate health resources to provide the care that is need-
ed.

The tax credits are part of the Treasury Department’s budget. The budget sets
aside $26.4 billion over 10 years, some of which is for individuals who don’t have
access to employer-sponsored health insurance. The precise amount has not yet been
released. The HHS budget includes $124 million for FY 2002 as part of a multiyear
commitment to increase the number of community health centers by 1200 and dou-
ble the number of people served. $400 million for FY2002 is budgeted to provide
funding for innovative local organizations addressing various local health care
needs. The National Health Service Corp reform primarily reflects a management
effort that will improve the targeting of the neediest communities.
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The question of whether the proposed refundable tax credit is likely to induce the
purchase of private insurance is an area in which there is considerable debate. The
decision to increase insurance coverage by providing financial assistance to individ-
uals to purchase insurance as opposed to increasing eligibility for public programs
is a first order decision that the Congress must make. The remaining budgeted
items represent substantial efforts to improve the health care infrastructure.

Let me summarize my points as follows:
The administration proposes to spend $153 billion in FY 2002–2011 to modernize

and reform Medicare
• Specific provisions of long-term reform not yet submitted
• Funding includes support for temporary program providing assistance to low in-

come seniors and seniors with catastrophic drug expenses
Medicare needs to be reformed
• Current Medicare program has inadequate benefits, questionable financial sol-

vency, excessive administrative complexity and excessive bureaucracy
Adding a standalone drug benefit without further reform is very risky
• Imprudent to substantially increase the spending needs of a financially fragile

program
• Actual costs of a new benefit will be underestimated if history is any guide
• Design issues of a drug benefit are difficult and have yet to be determined
Starting now to implement a reformed program is a good idea
• Building the infrastructure will take time
• Future seniors need to know the design of the future Medicare program
• Future seniors will be different from today’s seniors in terms of work experi-

ences, health plan experiences, income and education
Temporary program for those most in need is a reasonable interim step
• Possible designs include a block grant to states or coverage limited to popu-

lations currently getting special treatment, e.g. QMB and SLMB populations
• Temporary program may not be worth the political capital it would require
Congress should be wary of spending Medicare reform funds to further increase

provider payments
• Financial status of some types of Medicare providers has improved substantially
Administration proposes a $17.4 bil legislated savings from Medicaid
• Proposal involves tightening the upper payment limit provisions
• ‘‘Creative financing’ by states combined with interests in increased flexibility

may necessitate different structure for Medicaid than current matching grant pro-
gram

Administration has multipronged strategy for the uninsured
• Refundable tax credits to encourage the purchase of private insurance
• $124 million in FY 2002 to increase the number of community health centers
• $400 million in FY 2002 to fund innovative local organizations
Mr. PUTNAM [assuming Chair]. Thank you, Dr. Wilensky.
Dr. Moon.

STATEMENT OF MARILYN MOON, SENIOR FELLOW, THE
URBAN INSTITUTE

Dr. MOON. Thank you, it is a pleasure to be here today to testify
on these important issues. Medicare is an issue that I feel very
strongly about.

I wanted to start my testimony talking a little bit about some of
the budget numbers in the President’s recent submission of his
blueprint. Then I am going to talk mainly about prescription drugs,
and a little bit about other reforms of the Medicare Program.

Certainly, I agree with the administration’s proposal that indi-
cates that Parts A and B of Medicare should be thought about to-
gether. They are, for the most part, an integrated plan for most in-
dividuals, who do not worry about whether (A) or (B) is covering
their service.

They do know that they pay the Part B premium, for example,
but other than that this is one program, as far as most individuals
are concerned. It may or may not be a good idea to formally join
those two pieces.
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But I would caution it is very misleading to treat the $86 billion
in general revenues that fund the Part B program, along with pre-
miums, as a deficit.

Since 1965, when Medicare was passed, general revenues have
been an important part of the sources of funding for this program,
and they are in the statute. In that sense, they are exactly the
same as veterans’ benefits or Medicaid.

If we want to accept this notion of $86 billion as a deficit, we
could shove other spending from general revenues into the Part A
trust fund. I can guarantee you, that quickly there would be no
surplus.

Another issue I raised in the budget numbers in the administra-
tion’s proposal is the shifting of home health from Part A to Part
B. The document argues that this change had no consequence
whatsoever, except to make Part A look better.

It does indeed make Part A look better than it would have other-
wise, but it also was an indirect and intended increase in pre-
miums on beneficiaries; that is, it did not just accidently happen.

That is about a $50 billion effect over the 10 years that we are
talking about. I am sure beneficiaries would be happy to give back
the $1,200 in extra premiums that they are going to pay over 10
years, and have home health go back into Part A, if we want to
be purists about it.

The point I am trying to make here is that it is very important
to recognize that Medicare needs financial help. It needs reforms,
but it is not a solution to simply dismantle legitimate financing the
way that the language implies in the administration’s proposal.

I believe that we can start now to do prescription drugs in the
Medicare Program, and we do not have to either do it only for low
income individuals, or as part of a larger and broader reform effort.

That is not to say that broader reform efforts do not need to be
looked at, or that other changes are unnecessary for Medicare; but
rather, that drugs represent a vital benefit. People are at consider-
able risk now, and that is going to increase every year. The sources
of coverage that both high and low income people have, for drug
protection is quickly becoming not viable.

Only about 40 percent of all Medicare beneficiaries now have
what I would call stable drug coverage, that is either through an
employer-based plan, or through the Medicaid Program. Both of
those areas are areas in which increasingly we hear states con-
cerned about the cost of drugs for Medicaid, and employers con-
cerned about the cost of drugs in their retiree packages.

So this is problem that is not going to go away on its own. It is
only going to get worse. The need is there and the resources are
there. We are at an unprecedented time in our history, as the ad-
ministration has argued. There is a large surplus, that we could
use to start a reasonable and an important program of prescription
drug coverage for seniors and disabled persons.

There is another reason to think about doing prescription drugs
sooner, rather than later. Some people argue that we must have re-
form before we can have prescription drug coverage. I believe that
we really need to have prescription drug coverage before you can
have reasonable reform.
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A number of changes need to be made in the traditional part of
Medicare, which serves 86 percent of all beneficiaries, and will con-
tinue to do so for a very long time. At present, people who are cov-
ered by traditional Medicare feel it necessary to go out and get sup-
plemental coverage.

When they either get it from an employer, or they buy it on their
own, it adds to inefficiency in Medicare, because then it tends to
become essentially first dollar coverage.

If we could restructure the Medicare Program to look more like
the insurance that most of us in this room have, then we could
keep some cost sharing and deductibles in the program, but provide
enough protection to beneficiaries that they do not have to seek
supplemental protection elsewhere.

Moreover, Medigap, which is the term people use for private sup-
plemental insurance, is increasingly an age-rated benefit. That
means that people who are older pay much more for their Medigap
policies than people who are younger, as compared to the pre-
miums under Medicare, which are the same for everyone.

Adding drug coverage and making other cost sharing changes
certainly would be a way to help take some of the burdens off of
the very high risk seniors, by moving services into the Medicare
Program. These high risk people would be better off even if they
had to pay substantial Medicare premiums to get prescription drug
coverage.

Moreover, it is important to think about ways in which to im-
prove the traditional Medicare Program, such as adding disease
management or case management kinds of activities, to truly co-
ordinate care. That is important in areas where managed care is
not available, and for people who have multiple illnesses, and rely
upon multiple doctors, who are unlikely to join a managed care
plan.

For those individuals, it is difficult to say, we are going to put
you into a hypertension control program, for example, but we are
not going to pay for any of the hypertensive drugs, when these are
some of the expensive drugs that people take.

It is very difficult to think of ways to coordinate care, either in
traditional Medicare or in managed care, unless you have a com-
prehensive benefit package.

The private insurance plans have recognized this for a long time.
Much of their plea for higher payments is not to cover the basic
Medicare-covered services, which the GAO says they get sufficient
amounts for, but for the extra benefits that they want to offer.
These extra benefits help to attract patients, and to treat them well
and allow coordination of care, when they are covered by the plan.

So for those reasons, I believe that it is very important to have
prescription drug coverage. If we move, over time, to a more pri-
vate plan approach to the program, it is also important, because
prescription drugs are one of those things that are risk selection at-
tractors. That is, if you offer a very good prescription drug package,
you are likely to attract sicker and more expensive patients.

If you do that, and you are a ‘‘good guy’’ plan, and you try to hold
the line on costs, you are going to be in big trouble.
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Consequently there is now a race to the bottom for a lot of man-
aged care plans,, putting $500 caps, for example, on the amount of
prescription drugs they will cover.

This is a problem that until Medicare has a benefit package that
covers the things that most people need, and that are particularly
important when they are sick, is going to be a problem.

In addition, we are not quite ready for a major restructuring in
Medicare. We have not dealt with risk selection very well. We have
not dealt with other things that need to be done to make private
plans and competition work well.

Instead, I would focus on a number of other more incremental re-
forms. I would focus on improving risk selection, so that if we move
in the direction of more private plans, we are prepared to do so.

The administration also makes a good point about the complexity
of the current Medicare Program, but I would urge any of you to
look at your insurance plans and the rules and coverage informa-
tion available to you, as evidence of the complexity of those plans.

This is not a problem that is inherent to a Government program.
This is a problem where complications of health care coverage are
endemic in the United States.

Moreover, I believe that it is important to recognize that if we
are going to have an improved Medicare system over time, we need
to have the resources, both in personnel and dollars, to straighten
out some of the legitimate problems that exist in the Health Care
Financing Administration.

I would welcome a close analysis in looking at regulations, and
at the organization of HCFA. I think the main thing I would cau-
tion is, do not assume that you can simply throw HCFA out, start
all over again, and that none of these problems will arise in the
future.

There is a lot to do before we turn the program over to the pri-
vate sector. I would like to see this year be a year in which there
was a lot of attention on modernizing the traditional part of Medi-
care, and working on adding prescription drugs.

Thank you.
[The prepared statement of Marilyn Moon follows.]

PREPARED STATEMENT OF MARILYN MOON, SENIOR FELLOW, THE URBAN INSTITUTE1

Chairman Nussle, Congressman Spratt, and Members of the committee: Thank
you for the opportunity to testify today on Medicare reform issues. This is, as the
budget blueprint introduced by President Bush says in its introduction, ‘‘an unprece-
dented moment in history.’’ The Federal Government now has the financial ability
to make needed changes in Medicare, including adding prescription drug benefits,
and to put the program on a stronger financial footing. But the administration’s
blueprint does not acknowledge the full extent of what is needed for Medicare.

After reviewing some of the specific issues raised in the blueprint, I concentrate
on prescription drug issues because this is a reasonable place to start on improving
Medicare for the future. It is essential for most other types of reforms. And to ad-
dress this issue effectively, sufficient resources need to be reserved for this task. I
also emphasize issues facing the traditional fee-for-service part of the program,
which serves 34.4 million of the 40 million Medicare beneficiaries but is often ig-
nored when the discussion turns to ‘‘reform.’’ For the foreseeable future, traditional
Medicare will serve the majority of beneficiaries and an even larger majority of
older and sicker beneficiaries. Improvements in traditional Medicare should be an
important part of any reform effort.
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BUDGET NUMBERS AND ISSUES IN THE BLUEPRINT

The Bush administration’s blueprint for the budget recognizes some of the impor-
tant issues facing Medicare in the future. Medicare was singled out by President
Bush during the campaign and again in the budget submission as a program in
need of expansion, particularly with respect to prescription drug coverage. The prin-
ciples laid out in the document also indicate that Medicare’s guarantee of access
must be preserved, both in general and with respect to new technological advances,
and that additional protections are needed for low income beneficiaries. All of these
are laudable goals.

Further, it is appropriate to consider both Parts A and B of Medicare when exam-
ining the costs of serving the elderly and disabled. But the blueprint document goes
further and treats Part B as if it were in deficit because it relies on general revenue
financing. General revenues have been a major funding source for Medicare since
its passage in 1965 and that obligation is spelled out in statute. It makes no sense
to treat Part B as in ‘‘deficit’’ and thereby imply that payroll taxes should support
both Parts A and B. Such an argument makes no more sense than assuming that
spending on Medicaid, Veteran’s benefits or even defense should be covered by the
Part A Trust Fund. All of these other sources of spending have no more legal claim
on general revenues than does Part B.

Coupled with the blueprint’s pledge not to raise payroll taxes, if general revenues
are excluded, there is no way that there will be enough revenue to support existing
benefits beyond about 2005.2 And certainly there will not be enough revenue from
2.9 percent of payroll to cover the increasing number of people who will be eligible
for the program at the end of the decade or to fund a prescription drug benefit.

Part of the case made in the document for combining A and B in examining Medi-
care is a criticism of the shift of some home health benefits from Part A to Part
B in the Balanced Budget Act of 1997. This change, which returned home health
closer to how it was treated in 1966, did make Part A look better. But it is incorrect
to argue that it ‘‘had no economic consequences.’’ By shifting a majority of home
health care to Part B, beneficiaries costs rise since their Part B premium is 25 per-
cent of the costs of Part B services. Thus, this was an indirect, but intended, in-
crease in beneficiary contributions. In fact, beneficiaries’ share of combined A and
B spending will rise from about 9 percent prior to the BBA to over 11 percent when
the phase in of home health is completed in 2004. Over the 10 year period, that
translates a per capita premium increase of nearly $1200. Most beneficiaries would
not consider this a meaningless change; indeed they would likely welcome having
home health returned to Part A.

This is not to say that only Part A should be considered in examining Medicare
but rather that both parts should be considered with regard both to their spending
and sources of income. Should there be limits or constraints on general revenue con-
tributions to Medicare? Even those who have implicitly argued for such a limit have
never proposed reducing general revenue contributions to zero.

At a time when both President Bush’s document and most policy makers recog-
nize that new benefits need to be added to Medicare and that the aging of the Baby
Boom generation pose new demands on Medicare, it seems foolish to deny general
revenue spending and pledge that payroll taxes will not be raised. More willingness
to raise revenues is needed to assure Medicare’s future. The information in the
budget blueprint does a disservice to that effort.

PRESCRIPTION DRUG ISSUES

Three basic approaches to adding prescription drug coverage for Medicare bene-
ficiaries have been suggested:

• Provide coverage only for those with low incomes—either as an initial step or
as the full response;

• Provide universal coverage, but only in concert with other reforms, such as rely-
ing on private insurance plans; and

• Provide universal coverage that are not contingent upon other reforms.
The obvious advantage of offering coverage only to low-income people (as the Bush

administration has proposed for the next 4 years) is cost. But this seemingly low
cost approach requires a separate administrative structure (most likely state run)
to determine eligibility and the menu of drugs that would be covered. This structure
will take time to build and may be problematic if the program is only intended to
last for several years. But, most important, a low income approach would solve only
part of the problem because many beneficiaries who would not qualify face high
costs and no access to reliable insurance.

The main reason to tie drug coverage to other reforms is to create a warmer re-
ception for what may be very unpopular new requirements in other areas of Medi-
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care. This has been the stance of some who propose further privatization of the
Medicare program. But a drug benefit would likely be stalled while controversies
over the role of traditional Medicare and private plans are worked out. Meanwhile,
the plight for beneficiaries will worsen each year. Another risk of this approach is
that a drug benefit would be designed that works well with private plan options,
but treats coordination with the traditional Medicare program as an afterthought.

The approach I favor would deal with the prescription drug issue now, perhaps
in conjunction with some other changes in Medicare, but not a full restructuring of
the program. Getting it right on prescription drugs is a large task by itself. Regard-
less of whether the future of Medicare relies on incremental reforms or program re-
structuring to feature private insurers, a drug benefit is a necessary first step.
Moreover, since both traditional Medicare and private plans are likely to be part
of the future, any drug benefit needs to work under either scenario.

Is the $153 billion proposed in the budget blueprint enough to fund a reasonable
Medicare prescription drug benefit? If the costs of prescription drugs rise at the rate
that the CBO estimates over the next 10 years, $153 billion will cover a benefit that
is less than 10 percent of drug spending by Medicare beneficiaries, not enough to
offer the type of protection that beneficiaries need or expect. On the other hand, if
the administration’s $153 billion number is a net figure after achieving substantial
(but as yet undefined) savings, perhaps the amount to be contributed would be
much higher. Even if the number were doubled to $300 billion, however, this would
only raise the contribution to an average of about 20 percent of costs of drugs, and
it leaves unknown where the $150 billion in additional savings would come from.

Prescription Drugs and Medicare Beneficiaries. Prescription drugs are the
primary acute care benefit excluded from Medicare coverage. Only in the hospital,
a nursing home, or in a hospice will Medicare cover drugs. But drugs are now, more
than ever, a critical part of a comprehensive health care delivery system. Lack of
compliance with prescribed medications can raise health care costs over time. And
for many who need multiple prescriptions, the costs can be beyond their reach.

An initial look at supplemental coverage might suggest that there is little need
to expand benefits, except perhaps for those with very low incomes. True, many
beneficiaries do have supplemental insurance plans. But, if the reliability of insur-
ance is taken into account, many more have unmet needs. Medicare beneficiaries
supplement their basic benefits from four sources. The first two, employer-based re-
tiree insurance and individual supplemental coverage (which is referred to as
Medigap), are provided by private insurers, while Medicaid, a public benefit, sub-
sidizes many low-income beneficiaries. Fourth, Medicare contracts with private
plans, mostly health maintenance organizations (HMOs), to serve beneficiaries who
choose to enroll. Such plans often cover services that basic Medicare does not. Such
supplemental coverage varies in quality, beneficiaries’ access, and the degree to
which the added coverage relieves financial burdens. Only employer-based retiree
coverage and Medicaid offer reliable drug benefits, and even then not to all their
enrollees.

Employer-based plans normally offer comprehensive supplemental insurance, in-
cluding drug benefits, and subsidize retirees’ premiums. Thus, these plans both re-
duce out-of-pocket expenses and increase access to services. But such plans are lim-
ited to workers and dependents whose former employer offers generous retiree bene-
fits. As a consequence, these benefits accrue mainly to higher income retirees.

Medicaid, which also offers generous ‘‘fill in’’ benefits, including drugs, is limited
to persons with incomes well below the Federal poverty level. low incomes. Since
Medicaid is a joint federal/state program, states have latitude in establishing eligi-
bility and coverage. And although all states cover prescription drugs, many have
limits on who is eligible and what drugs are included. Concern about the high costs
of prescription drugs suggests that states are unlikely to expand these benefits on
their own, (although some are active in providing separate drug programs).

Medigap plans are rarely a good bargain for most beneficiaries. Beneficiaries pay
the full costs of such plans. Medigap options that include drugs have become pro-
hibitively expensive for many beneficiaries, particularly the very old who must pay
substantially higher premiums than those aged 65 to 69, for example. And even
though they can charge steep premiums, many insurers are refusing to offer options
with drug coverage. Most likely, Medigap drug coverage will soon be viable only for
those who have been grandfathered into a reasonable plan.

Finally, beneficiaries can opt to go into a Medicare + Choice plan. These private
plans generally offer additional benefits at a lower cost than Medigap does, but re-
quire enrollees to meet certain conditions, such as agreeing to go only to doctors and
other care providers who are on a prescribed list. Since 1997, these plans have ei-
ther shrunk their benefits packages or raised premiums (over and above Medicare’s
Part B premium). Drug coverage has either been dropped altogether or stringent

VerDate 11-MAY-2000 15:22 May 29, 2001 Jkt 000000 PO 00000 Frm 00095 Fmt 6633 Sfmt 6621 H:\DOCS\HEARINGS\107-5\HBU066.000 HBUDGET1 PsN: HBUDGET1



92

caps have been placed on the amount covered. Moreover, a number of plans have
pulled out of Medicare, causing beneficiaries to scramble for new arrangements.

In sum, while a substantial number of beneficiaries now have drug coverage, the
share with reliable coverage (employer-based or Medicaid) is considerably smaller.
Only 39 percent of Medicare beneficiaries have reliable coverage, and an even small-
er percentage have it for a full year. Further, states and former employers who now
support good coverage may pull back as prescription drugs become even more expen-
sive, intensifying demand for drug coverage in the future. Figure 1 indicates how
vulnerable beneficiaries are. It identifies those most in need of coverage across dif-
ferent levels of economic status (shown as income as a share of the poverty guide-
lines). The white areas stand for beneficiaries who have no coverage or who now
rely on Medigap or Medicare+Choice plans.

As Figure 1 also shows, in all groups a majority of beneficiaries is without reliable
coverage. Cutting benefit eligibility at 135 percent or 175 percent of the poverty
level would not do away with the problems that beneficiaries face of obtaining reli-
able prescription drug coverage. In fact, the group with incomes between 175 per-
cent and 250 percent of poverty (about $15,000 to $20,000 for a single person) get
little coverage from either employer-subsidized or Medicaid coverage. They are in
many ways as vulnerable as the truly poor. If eligibility extends to 250 percent of
poverty, that would include over 60 percent of the Medicare population. And even
of those with incomes above 250 percent of poverty, only 41 percent have reliable
coverage.

Spending on drugs, on average, is about the same across all income groups. In
other words, the importance of this benefit does not decline with income, although
the ability to pay does improve. And, even more important, the burdens on Medicare
beneficiaries will continue to rise, even with no policy changes. Figure 2 projects
out-of-pocket spending for several groups of beneficiaries. Much of the growth in
out-of-pocket burdens over the next 25 years reflects growth in the cost of prescrip-
tion drugs.3
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Issues Crucial to Beneficiaries. As shown above, prescription drug costs are
a large and rising expense that many beneficiaries must face. The willingness of
Medigap beneficiaries to pay high amounts to obtain drug coverage and of
Medicare+Choice beneficiaries to enroll and switch plans to obtain drug coverage
suggest how much beneficiaries value this benefit. It is likely, then, that they would
pay higher premiums to obtain this coverage. But, low income protections and a uni-
versal subsidy would be needed to make this an effective benefit.

If the drug benefit is to be a voluntary option, a subsidy and some enrollment re-
strictions would be even more important to insure that a broad range of bene-
ficiaries would join the Medicare plan. Consider Part B of Medicare. It is a vol-
untary benefit, but a subsidy makes it sufficiently valuable to attract almost all
beneficiaries. As a consequence, risk selection does not raise the costs of the cov-
erage.

The structure of any prescription drug benefit will affect access and use. If a
standard drug benefit were offered as an option through the Medicare program, the
administration of the benefit could be contracted out to private companies just as
Medicare now does for its payments to hospitals, physicians and other providers.
This approach hews closely to the practice of the basic Medicare program.

Alternatively, the private sector could be used to establish voluntary prescription
drug options. Usually this tack is proposed as a way to allow coverage to vary from
plan to plan and across the country. But this private option works better for enroll-
ees who choose to be in private plans than for those in traditional Medicare because
the latter would face confusing choices. Already, most beneficiaries have two types
of insurance. Adding a third separate benefit, run by yet another insurer, would un-
doubtedly add to the complexity and confusion that already plagues many bene-
ficiaries. Breaking up coverage makes little sense from an insurance standpoint—
one reason why the insurance industry has not been interested in standalone drug
plans.

Further, even for those in private plans, permitting variation in benefit packages
offered creates a serious disadvantage. Allowing individuals to choose what is ‘‘best’’
for them is likely to separate the sick from the healthy and make it difficult to make
sure that the neediest can afford coverage. Most Medicare beneficiaries who expect
to use few drugs would choose a plan with no deductible, low co-insurance, and a
low cap on benefits. Those who anticipate using more or higher priced drugs might
want greater overall protection even if they have to pay a deductible or high coin-
surance rate for their initial purchases. A standardized benefit takes away one tool
for achieving risk selection.
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Finally, the generosity of the plan is a critical element. Even the most generous
plans will not be as comprehensive as what most younger families have, even
though the needs are greater for Medicare beneficiaries. Protections ought to be gen-
erous enough to be valued by those who enroll, although the costs of a drug benefit
are likely to be high and grow rapidly over time.

OTHER REFORM ISSUES

Drug coverage represents a logical first step in reform, helping to smooth the way
for other Medicare changes. It also makes sense to carry out some other reforms
simultaneously, and put in place changes that may pave the way for later, more ex-
tensive changes.

Improving the Traditional Medicare Program. One major criticism leveled at
fee-for-service Medicare is that when it is combined with supplemental insurance,
many beneficiaries have nearly first dollar coverage. If beneficiaries face cost shar-
ing requirements, that might make them more conscious of the costs of care. The
Congressional Budget Office has long contended that this approach substantially
raises the costs of Medicare. Further, dual coverage generates excess administrative
costs that beneficiaries must cover.

Adding prescription drug coverage would reduce the need for other supplemental
insurance, but probably not enough to encourage beneficiaries to drop their Medigap
plans. Other changes in cost sharing would be needed, such as reducing the very
high Part A deductible and limiting the total amount of cost sharing that any bene-
ficiary would owe. A more rational Medicare cost-sharing package would not have
to be an expensive addition, especially if it increased cost sharing in such areas as
the Part B deductible that are low compared to the private sector. These changes
could help defray higher costs elsewhere. If the basic Medicare benefit could be
made to look more like insurance that most working families have, with good protec-
tions and reasonable cost sharing, the traditional Medicare program could satisfy
both beneficiaries and those worried about costs.

In addition, moving more basic health care services under the Medicare umbrella
would substantially better protect sicker and older beneficiaries. The very old get
Medicare at community rates (i.e. where everyone pays the same premium), but
they depend more on Medigap for their supplemental coverage even though these
policies are age rated and hence are very costly. These beneficiaries are least able
to afford Medigap premiums and could benefit if they were covered under Medicare
instead. And in the case of younger disability beneficiaries, Medigap is often not
available at all.

Another advantage of expanding the traditional Medicare benefit package is that
further reforms that might coordinate care through disease-management or other
programs can be effective only if the full range of care is available. The lack of pre-
scription drug coverage and the reality of very high out-of-pocket costs increases the
likelihood of noncompliance. Such noncompliance would make it hard to achieve
overall savings since the extra expense of coordination of care would not be offset
by better outcomes. For example, it makes no sense to have a program to control
hypertension if beneficiaries cannot afford the drugs necessary to combat hyper-
tension.

Finally, the current Medicare+Choice plans are able to offer prescription drug
benefits in part because they receive Federal payments in excess of what it costs
to provide the current Medicare benefit package. The General Accounting Office has
found that plans get payments more than 13 percent higher than what it would cost
in fee-for-service to provide the basic benefits. Even the HMO industry now makes
its case for higher payments over time as necessary to retain a ‘‘desirable’’ benefit
package—not just the required Medicare benefits. The problem is that many of the
6 million beneficiaries in HMOs thus get subsidies for drug coverage, but those in
traditional Medicare—who are sicker on average and more likely to need drugs—
do not. Adding a prescription drug benefit to Medicare would help both
Medicare+Choice enrollees and those in traditional Medicare. And since partial sub-
sidies are already in place for HMOs, accounting for this could lower the costs of
providing universal coverage.

In addition to improvements in Medicare from adding a drug benefit, other mod-
ernization efforts will be important as well. The administration’s criticisms of the
current program and call for ‘‘modernization’’ can be viewed as a need for restruc-
turing or as a call for improving the current system. The latter effort should be un-
dertaken regardless of what happens in restructuring of Medicare.

Much of the administration’s criticism about Medicare centers on complexity and
bureaucracy. Certainly the Health Care Financing Administration’s (HCFA) oper-
ations should be improved. But it is also important to determine what the problems
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are and how to solve them rather than just pinning the blame on government bu-
reaucracy. Over the years, the responsibility of HCFA has grown substantially, but
its resources to deal with these responsibilities both in dollars and personnel have
not expanded. Second, the Congress has taken a strong interest in Medicare and
dictated many policies at a very disaggregated level.

It is important to note that few private insurance companies escape problems of
complexity and bureaucracy. Many workers and their families find the requirements
of their plans to obtain approval before getting some services, to determine which
doctors and hospitals are in network and which are not, understanding the bills
when they come due months later, and the need to appeal denials of care to be cum-
bersome, complex and overly bureaucratic. Thus, problems with the complexity of
our current health care system are by no means inherent only to government. The
goal should be to reduce these burdens throughout health care, but to lay the issue
at the doorstep of only Medicare is misleading. More resources are needed to expand
oversight capabilities and bring in professionals who have private sector experience.

Further, the traditional Medicare program needs to have more flexibility to deal
with providers of care and make judgement calls that the Congress has often pre-
vented. Experiments with new ways to coordinate care in a fee-for-service setting
need to be undertaken. Improved methods of payment to private plans and better
measures to control for risk selection are needed both in the current system and are
necessary before beginning a more extensive restructuring effort. Relying on private
plans to make decisions is unlikely to result in the government observing a hands-
off approach. Nor should it. Medicare is an important program that needs careful
oversight to protect the beneficiaries it serves.

Restructuring Options that Rely on the Private Sector. Proposals to rely
more upon the private market to offer coverage to Medicare beneficiaries would also
be helped if a reasonable prescription drug benefit were in place. Not only does
managed care need a comprehensive benefit package to perform well, but such a
benefit would help reduce the incentive for risk selection that private plans now
face. Plans would find it difficult to voluntarily add any benefits—such as drugs—
without attracting sicker patients. They would likely respond in the same way that
current Medicare+Choice plans have responded by paring back drug coverage.

For these reasons, competition will work much better if the basic plan that all
must offer is sufficiently comprehensive and standardized. This would still leave
ample room for adding other benefits or competing on price. Until adjustments that
could account for differences in health status are improved, it will be difficult to use
competition in positive ways. The benefits to plans of seeking good risks are simply
still too tempting. It is easier to make profits by attracting healthy patients than
by coordinating care.

Some of the steps described above in connection with reforming the current pro-
gram need to be in place and working well before a full restructuring of Medicare
is undertaken. This is particularly the case if traditional Medicare is put at risk and
becomes inordinately expensive over time. That would harm the most vulnerable
beneficiaries, offsetting any gains that might result in improved efficiency or choice.
Further, concerns raised about managed care for younger Americans and the issue
of whether such an approach can actually offer cost savings need to be addressed
before making aggressive moves toward this type of change. Figure 3, for example,
compares Medicare per capita growth with growth in spending by private insurance
over nearly a thirty years. Medicare’s track record is substantially better than the
private sector.
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Improving Beneficiary Education and Information. Another factor impor-
tant to the success of Medicare reform is to give beneficiaries more say in decisions
about their own care. But simply giving them responsibility (for example, requiring
them to choose a plan) will not work unless they have the tools to respond. Credible,
independent sources of information will be essential.

A good place to start this educational effort would be with the prescription drug
benefit. A publicly funded but independent organization that would provide informa-
tion on the quality of generic drugs and the extent of equivalence across name
brands in the same drug categories, for example, could help beneficiaries to make
more informed choices. Reassurance that a less expensive drug is just as effective
will be more powerful coming from a credible source than from a plan with a finan-
cial stake in that decision. Prescription drug coverage will be expensive; so govern-
ment should invest in the resources necessary to make better decisions. This infor-
mation could also help hold down costs of drugs both in Medicare and in the private
sector.
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Financing. Expanding benefits is a separable issue from how the structure of
Medicare evolves over time. It is not separable from the issue of the cost of new
benefits, however. Adding drug coverage clearly raises financing issues. New reve-
nues, most likely from a combination of beneficiary and taxpayer dollars, will be re-
quired. The administration’s proposals ignore this key issue and in fact make it
worse by treating general revenue as ‘‘deficit’’ financing and arguing for no increase
in payroll taxes. No restructuring effort or other reform will be sufficient to remove
the need for greater resources over time.

CONCLUSION

A familiar refrain for critics of Medicare is that it is a ‘‘Cadillac’’ program, but
the model year is 1965. This criticism is often leveled at Medicare’s fee-for-service
system. In fact, the Medicare delivery system has undergone a large number of
changes and reforms. In the 1980’s, it was a leader in pushing for payment reforms
and its per capita growth rates were lower than that of private insurance. It now
has a private option dominated by managed care plans, and increasingly reforms
have sought to give administrators of the program further flexibility in managing
the costs of care. Where the criticism is more on target, however, is in the area of
benefits. The basic structure of the Medicare benefit package has changed little
since 1965.

The current patchwork approach to provide drug benefits through private insur-
ance, such as we have now, is seriously flawed. Prescription drug benefits generate
risk selection problems; already the costs charged by many private supplemental
plans for prescription drugs equal or outweigh their total possible benefits because
such coverage attracts sicker than average enrollees. A concerted effort to expand
benefits is necessary if Medicare is to be an efficient and effective program. This
commitment will require substantial new resources, but adding a prescription drug
benefit is a logical place to begin reforms of Medicare. It does not make sense to
hold beneficiaries hostage in order to pass other unpopular and unproven changes
in the program.

Too often the solution proposed to complexity or inefficiency is to start over with
a whole new system. But that approach carries no guarantees of success. Improve-
ments in the current Medicare system could test out whether more restructuring
will work well for Medicare beneficiaries. There is a great deal to do before major
reforms are ready for ‘‘prime time.’’

ENDNOTES

1. Senior Fellow, The Urban Institute. The views expressed herein are those of
the author and do not necessarily reflect those of the Urban Institute, its trustees,
or its sponsors.

2. This is based on last year’s Trustees numbers. The outlook would likely be a
little better this year, but not by very much.

3. Although these numbers are dramatic, they still may understate possible in-
creases in out-of-pocket costs. For example, we do not assume changes in insurance
coverage over time, and we assume relatively modest drug growth of 10 percent per
year for 10 years and then the same growth rates as for other health care services.

Mr. PUTNAM. Thank you, Dr. Moon.
Dr. Saving, welcome to the committee.

STATEMENT OF THOMAS R. SAVING, DIRECTOR, PRIVATE
ENTERPRISE RESEARCH CENTER

Dr. SAVING. Thank you very much for the opportunity to discuss
the challenges Medicare faces in the future.

I am going to have a little disclaimer here, too, because I am a
Public Trustee of the Social Security and Medicare Trust Funds.

I want to say, at the outset, my comments here do not represent
the opinions of the Social Security Administration, or the Health
Care Financing Administration, or any part of the things from
which I am a trustee. They are really my opinions, as an econo-
mist.

I want to comment briefly on the reforms that affect Medicare
programs, expenditures, and revenues. Most reforms, from those
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enacted as part of the BBA in 1997, the recommendations of mem-
bers of the National Bi-Partisan Commission on the future of Medi-
care, and a lot of our discussion here today, have concentrated on
reducing the current expenditure levels, and on future expenditure
growth.

However, reforming the program’s finances also deserves our at-
tention, and it is becoming an increasing problem, as we look at it.
Let me have Figure 1.

To get a feel for the future tax implications of current Medicare,
I present in the figure total Medicare expenditures. Now what I
have here, I express those all in terms of taxable payroll, because
that is a way that we happen to tax at least Part A of Medicare
and, of course, Social Security.

It just gives us a feel for what these numbers are like. It is the
sum of both SMI, Part B, and Part A of Medicare. The deficits that
you might see there, Marilyn does not want to call those deficits.
We can call them whatever we like. What they are—they are ex-
penditures that have to come from the Treasury—and do not come
from the dedicated sources of income for Medicare, Part A or Part
B.

So what I have in here as revenues are the part that consumers
or beneficiaries pay in Part B plus Part A taxes. The difference has
to come from the Treasury, however we want to talk about that.

What we can see is that the difference between revenue and ex-
penditures shows the magnitude of the funding shortfall each year,
and that has to be made up from general revenues. In 2000, that
deficit was 1.13 percent of payroll; and by 2040, the transfer from
the Treasury is going to be 7.5 percent of taxable payroll. By 2070,
it is going to be 13.5 percent of payroll.

If you combine that with what the current Social Security is
going to take, we are looking at transfers from the Treasury to
these programs that are 27.5 percent of total payroll. Let me put
Figure 2 up there.

There is another way to talk about the financial challenge aris-
ing for Medicare and Social Security, and that is to calculate their
accrued liabilities.

The debt that we have promised to the future is exactly the same
kind of debt that we have when we talk about the general publicly
held debt, for which we pay interest payments. The only difference
is that if we do not make the interest payments, Wall Street bangs
us on the knuckles and lowers the value of all Government bonds.
In this case, of course, Congress can immediately just take away
these benefits, if they want to.

What I have done here is to calculate the value of our promises.
I have actually discounted them by a fairly high discount rate, be-
cause they are uncertain. As a matter of fact, in the past, when So-
cial Security has gotten into difficulties, we have taken some of the
benefits away.

So if that is going to happen in the future, in any case, the size
of these debts are $8.8 trillion for Social Security, and $8 trillion
for Medicare. These two debts, every bit as much as the publicly
held debt, are some five times the publicly held debt.
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So if we are going to use the surplus to reduce debt, we can use
it just as well to reduce this debt, as to reduce the so-called nomi-
nal debt that we have outside.

Let me go back to Figure 1. Regardless of the long-range rate
used to estimate future expenditures, Medicare is underfunded by
its current revenue sources. As the figure illustrates, the growth of
Medicare will have a dramatic impact on the funds projected to be
transferred from the rest of the budget to Medicare.

Accelerating Medicare costs will, in the absence of meaningful re-
form, not only drive Medicare spending to levels that may be
unsustainable for future generations of taxpayers, but will create
a currently unfavorable environment for adding much needed pre-
scription drug coverage.

The projection of future Medicare costs incorporates assumptions
about demographic changes in the future, because we make a lot
of assumptions when we are doing this. These include income
growth, health care market structure, and medical technological
progress.

We cannot do much about demographics. As a matter of fact, be-
cause this baby boom problem exists in the entire developed world,
the future assumptions that we are making about immigration are
likely to be very optimistic; because all of the developed world is
going to be competing for immigrants.

The working population in Japan and in all of Europe is going
to be declining rapidly because they have a bigger baby boom popu-
lation problem than we do.

In order to produce and have workers in their countries, they are
going to have to import people. They are going to present us with
much greater competition for immigrants than we have ever had
in the past. I think that we are making optimistic immigration as-
sumptions in the demographics.

That aside, the demand for medical care, of course, given the as-
sumptions of the technical panel that HCFA had and that were
presented in their results in November, is suggesting that our past
projections, and the projections that I have here are based, in fact,
on that technical panel’s assumptions, that health care is likely to
grow more rapidly than gross domestic product. Their suggestion is
1 percent more rapidly, and that is what these numbers project.

So we are not going to do much in those two areas. So where we
have to go, we are left relying on changing the structure of health
care markets to encourage competition.

Such competition has the potential of reducing the current level
of expenditures through demand reductions and price competition,
and at the same time, encouraging the development of new tech-
nology, which is directed toward cost reduction. That is something
that does not happen now, since buyers do not care what medical
care costs. Inventing a new technology that makes it cheaper does
not actually generate any revenue for you.

Fee-for-service Medicare, combined with supplemental insurance,
effectively gives many beneficiaries nearly first-dollar coverage.
Without real cost sharing requirements in place, beneficiaries tend
to have little regard for the price of health care services.

When consumers do not care what services cost, you can be cer-
tain that suppliers of these services will not care what they cost.
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In addition, the benefits of developing cost-saving technology are
positive only if those who demand services care about cost. Thus,
technological changes that increase our ability to find solutions to
current conditions for which there are no treatments result in high-
er expenditures.

With proper incentives, however, such expenditure increases may
be wholly or partially offset by the development of cost-reducing
technology.

We can develop an estimate of the demand effect of introducing
no first-dollar coverage, and it is something that Marilyn also dis-
cussed, by relying on the results of the Rand insurance experiment,
which was done in the 1980’s.

Updating that study to a $2,500 deductible policy results in a 24-
percent reduction in medical care expenditures. Those expenditure
reductions only are reductions in demand for health care at exist-
ing prices.

Once you had that size, and take the Medicare population times
$2,500, the size of that market will make providers compete on
price to get into that market. Once they compete on price, prices
will be considerably lower, and cost-reducing technology will be en-
couraged.

Up to now, attempts to constrain expenditure growth really have
relied on price controls. We have thousands of years of historical
evidence that suggest that price controls do not work, and the ex-
panding choice is the second aspect. That is the development of
Medicare Plus Choice.

Unfortunately, reimbursing private insurers, based on pre-set
risk adjusted payment rates as was done with Medicare Plus
Choice, induces providers to screen patients.

An alternative to establishing risk-adjusted reimbursement rates
is the competitive bidding process in which suppliers bid for each
type of patient, rather than HCFA telling suppliers what each type
of patient is going to be reimbursed, on the basis of last year’s
averages. In this way, suppliers reveal their reservation prices,
rather than HCFA attempting to determine the correct prices.

So how do we move ahead on bringing competition into the pic-
ture at a time when many are suggesting that Medicare’s coverage
be expanded to include prescription drug coverage? Now there are
convincing medical and economic reasons for adding prescription
drug coverage.

The current coverage, drug therapies that may be cost effective,
cost consumers more than perhaps more costly interventions. As a
result, technological advances are tilted toward the development of
such more costly interventions.

Introducing pharmaceutical coverage would level the playing
field for consumers of health care, and perhaps lead to techno-
logical advances that result in lower cost therapies. However, a
plan providing universal drug coverage with no conditions about
other reforms would be financially irresponsible, in this case.

Adding full drug coverage to all Medicare beneficiaries would ef-
fectively replace current private sector financing with public financ-
ing. We can expect that in 2001, we are looking at at least 1.3 per-
cent of taxable payroll, which would be added to the large subsidies
already from the general fund of the Treasury.
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Let me put Figure 3 back up there for a moment. This gives me
one thing that I think is a little bit of an aside. Look at what has
happened to prescription drug prices, and as we know, the inflation
in prescription drug prices has exceeded that in the rest of health
care.

There is a good reason for that. The reason for that is the growth
of third party payments. What this figure really shows you is that,
for the period from 1960 through the 1970’s, prescription drug
prices rose at an annual rate of only 1 percent. However, third
party payers only covered, on an average, 16 percent. That meant
that individuals were paying 84 percent of the price of prescription
drugs. They cared about what it cost.

In the last 20 years, what has happened is, we have had a huge
increase in the share. Now it is up to 73 percent of prescription
drugs that are paid for by somebody else.

On the average, for the second part of that period, it was 52 per-
cent. You can see what happened to prescription drug prices. When
customers do not care what it costs, suppliers do not care what it
costs.

I think that is an important lesson that we have to learn. We
have to find a way to restructure Medicare so suppliers care what
it costs. If we cannot do that, we are going to have a problem.

Now the last thing I want to discuss is, how are we going to solve
this payment problem that we have and that is significant?

In the past, I have presented in Washington a couple of times a
method of trying to pre-pay Medicare, and the notion of having
each generation pay, in advance, for its own Medicare.

This is the system that I have worked out. We will put up the
next table, perhaps. The transition path that I have studied is the
following one. All workers born in 1946 or later, and those are all
the baby boomers, are in the pre-paid system. Everybody older re-
mains in traditional Medicare.

Beginning today, individuals in the pre-paid system establish
and fund a private retirement account that is going to purchase
health insurance for the rest of their lives, once they reach retire-
ment age.

This sounds like it is a very big deal; a very big, tall task. It is
a tall task but, in fact, it can be done. I think you should look at
the numbers there. You can see what they are.

The table shows the lifetime contribution rates on labor earnings
for new labor force entrants, assuming that per-capita benefits are
going to grow at GDP per capita, plus 1 percent, which was the
technical panel’s recommendation.

As you can see, I present two things on this table; one which is
current Medicare, and the other one is a $2,500 deductible policy.

You can see that if we have a conservative rate of return for
these accounts that are going to pre-purchase private health insur-
ance, we are looking at a contribution rate of 2.68 percent for cur-
rent Medicare. That is less than current Medicare taxes. If we as-
sume a $2,500 deductible policy, it would be 2.27 percent.

If we look at the rate of return as the marginal productivity of
capital in the United States, then we are looking at a contribution
rate of 0.86 percent, or 0.73 percent for a $2,500 deductible policy.
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There are other favorable consequences of pre-paying retirement
insurance. With prepayment, capital stocks rise and income rises.
By pre-paying benefits, future payroll taxes will be reduced, pro-
ducing significant efficiency gains.

Let me put Table 2 up. What it does is show you the path of tax
rates that actually would pre-fund Medicare. The first column
shows the time path of current Medicare, and what its tax rates
would look like. The second column shows you the time path of con-
tributions that would pre-fund Medicare for everybody.

As you can see, in the year 2000, or actually 2001, those tax
rates are higher than current taxes. What I have done is, with the
4.17, I put the current contribution of Congress, of the Treasury,
to Part B, in those tax rates, so that they can be compared.

But as you can see, by 2018, the tax rates are lower with the pre-
paid system, and forever after, they are lower. In fact, they eventu-
ally go down to 1.24 percent.

Why are we talking about Medicare today? It is worth thinking
about that. We are not talking about the rising expenditures on
computers. Why is that? It is because Congress is not paying for
computers. Congress is paying for Medicare.

What we want to do is reduce the cost borne by taxpayers. But
also, it is not clear that we are ever going to pay the costs that I
am indicating up here. If we are not going to pay them, that means
benefits are going to be reduced.

First, Medicare should be thought of as a single insurance pack-
age rather than in terms of the historical acts that produced sepa-
rate hospital and supplemental medical insurance programs.

Second, making suppliers and consumers of medical care cost-
conscious requires that both groups care about prices. This can be
accomplished by eliminating first dollar coverage, and a provision
of a defined contribution Medicare benefit.

Then some form of additional premium support for lower income
elderly could address the concerns that they will not get the care
they need.

Because we inherited distribution of health situations, however,
such defined benefits must be risk-adjusted. The risk adjustments
must be determined by the marketplace, and not by HCFA, if we
are going to make this work.

With this form of benefit, we can probably add prescription drugs
and catastrophic coverage in a cost-effective way. Perhaps for the
same costs that we are now imagining, we can have both prescrip-
tion drugs and catastrophic coverage, which are the two elements
of Medicare. It is particularly catastrophic coverage that forces peo-
ple to buy Medigap.

Finally, I have observed in the recent discussions about fiscal
priorities an almost universal agreement to reduce the Govern-
ment’s debt. I am emphasizing, as I did in the figure that talked
about the debts, that Medicare and Social Security commitments
made to current retirees and future retirees represent Government
debts in exactly the same way as the publicly held debt that is
traded on the New York Stock Exchange does.

If we are going to try to reduce debt, I think it makes more sense
to reduce this debt than the publicly held debt.

Thank you.
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[The prepared statement of Thomas R. Saving follows.]

PREPARED STATEMENT OF THOMAS R. SAVING, DIRECTOR, PRIVATE ENTERPRISE
RESEARCH CENTER

INTRODUCTORY COMMENTS

Thank you for this opportunity to discuss the challenges Medicare faces in the fu-
ture. Since October of last year I have had the pleasure of serving as a Public Trust-
ee of the Social Security and Medicare Trust Funds. During these few short months
my already high regard for the professionalism and objectivity of the actuaries who
prepare the Trustees Reports has risen. Let me say at the outset that my comments
do not represent the opinions of the Social Security Administration or the Health
Care Financing Administration.

I would like to comment briefly on reforms that affect the Medicare programs ex-
penditures revenues. Most reforms, from those enacted as part of the Balanced
Budget Agreement in 1997 to the recommendations of the majority of the members
on the National Bipartisan Commission on the Future of Medicare, concentrate on
reducing expenditure levels and expenditure growth. Reforming the program’s fi-
nances also deserves attention. Currently, health care consumption of the elderly is
paid for by tax revenues. Even if the cost containment reforms are successful in
moderating expenditure growth, the tax bite will still undoubtedly grow. For this
reason, I investigate an alternative to transfer payment financing. In the last sec-
tion of this report I will introduce the simulated effects of making a transition to
prepaid retirement health insurance.

MEDICARE REVENUES AND EXPENDITURES

Figure 1 presents total Medicare expenditures expressed as a percentage of tax-
able payroll along with the system’s dedicated revenues. The Hospital Insurance
(HI) portion of Medicare has a dedicated payroll tax of 2.9 percent which is supple-
mented by revenues collected as a result of taxing Social Security benefits. The Sup-
plementary Medical Insurance (SMI) portion of Medicare is financed with a com-
bination of premium payments and general revenue taxes. While these two parts
of Medicare are usually discussed separately, they are part and parcel of the overall
Medicare program and any reform of Medicare must deal with all of Medicare. As
such, the remainder of my remarks will treat the entire Medicare program, that is,
the sum of both the HI and SMI parts of current Medicare.

VerDate 11-MAY-2000 15:22 May 29, 2001 Jkt 000000 PO 00000 Frm 00107 Fmt 6633 Sfmt 6621 H:\DOCS\HEARINGS\107-5\HBU066.000 HBUDGET1 PsN: HBUDGET1



104

The revenues depicted in Figure 1 are the HI tax revenues and the premium pay-
ments required for participation in SMI. The latter revenues are set to 25 percent
of the SMI expenditures. The expenditure estimates depicted in Figure 1 are based
on the Health Care Financing Administration (HCFA) Technical Panel recommenda-
tions released in December of 2000 that long run Medicare expenditures should be
assumed to grow at a rate equal to per capita GDP growth plus 1 percent.1 The
technical panel charged with reviewing the financial projections in the Trustees re-
ports maintained that rapid technological changes in medical care and the historical
evidence, among other reasons, justify a higher growth rate. Health care expendi-
ture growth faster than GDP growth implies that the share of income being dedi-
cated to medical care will continue to rise indefinitely and that the share of non-
health care will fall indefinitely. Importantly, this assumption does not imply that
in the long run all GDP will be health care.

The difference between the revenue and expenditure series shows the magnitude
of the funding shortfall in each year that must be made up from general revenues.
In 2000 the difference was 1.13 percent of a payroll, but by 2040 the transfer from
the rest of the budget will grow more than sixfold to 7.54 percent of payroll. By 2070
the differential will grow to a staggering 13.5 percent of taxable payroll.2

Another way to quantify the financial challenge arising from transfer programs
like Medicare and Social Security is to calculate their accrued liabilities. These ac-
crued liabilities are presented in Figure 2. The accrued liabilities of Medicare and
Social Security are equal to the value today of what is owed to current program par-
ticipants. The present values are calculated using a 5.5 percent real discount rate.
This rate is higher than the real government borrowing rate, reflecting the uncer-
tainty associated with receiving future payments from the programs.

Social Security’s accrued liabilities are the present value of the cumulative bene-
fits all current taxpayers and retirees can expect to receive based on their earnings
up to the year 2001. For example, the accrued liabilities owed to today’s 65 year
olds are the benefits they will receive for the rest of their lives. For 45 year olds,
it is the present value of the future benefits they would receive based on their first
23 years in the labor force, assuming they started working at the age of 22. For
Social Security the accrued debt is estimated to be $8.8 trillion in 2001, roughly 21⁄2
times greater than the national debt.

Medicare’s accrued liabilities are calculated in a similar manner. Again, a 5.5 per-
cent discount rate is used, but since benefit payments are not tied to past earnings
like Social Security’s, the accrued liabilities are the present value of expected bene-
fits for all individuals who are vested in the program. Anyone who qualifies for So-
cial Security by working and paying taxes for at least 10 years or who is married
to a qualified beneficiary can receive Medicare. Thus, almost everyone over the age
of 32 is vested in Medicare. The present value of SMI benefits are net of expected
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premium payments. Together the estimated implicit debts of the Hospital and Sup-
plementary Medical Insurance programs are equal to $8 trillion dollars in 2001.

REFORMS AIMED AT REDUCING EXPENDITURES

Regardless of the long range growth rate used to estimate future expenditures,
Medicare is underfunded by its current revenue sources. As Figure 1 illustrates, the
growth of Medicare will have a dramatic impact on the funds projected to be trans-
ferred from the rest of the budget to Medicare. The accelerating Medicare costs will,
in the absence of meaningful reform, not only drive Medicare spending to levels that
may prove to be unsustainable for future generations of taxpayers, but has already
created an unfavorable environment for adding much needed prescription drug cov-
erage to the beneficiaries’ benefit package because any efforts to expand benefits
would inevitably worsen Medicare’s financing situation. The goal of most reform pro-
posals is to reduce the level of expenditures and/or the growth rate in expenditures.

Projection of future Medicare costs incorporates considerations on future demo-
graphic change, income growth, health care market structure, and medical tech-
nology progress. There is not much that can be done to manipulate the demographic
trend, although, as I will argue later, that prepaying Medicare would go a long way
to help cope with the expected hike of Medicare costs when the tidal wave retire-
ment of Baby Boomers comes.3 Demand for medical care tends to increase with in-
come growth, but income growth-induced higher demand for medical care is not a
bad thing and we certainly need not contain income growth to save on the costs of
Medicare. Hence, we are left with relying on changing the structure of health care
markets to encourage competition. Such competition has the potential of reducing
the current level of expenditures through demand reductions and price competition
and at the same time encouraging the development of new technology directed to-
ward cost reduction.

The current Medicare payment system, especially the dominant fee-for-service
part, is partly responsible for the very high current level of Medicare costs. Fee-for-
service Medicare, combined with supplemental insurance, effectively gives many
beneficiaries nearly first dollar coverage. Without real cost sharing requirements in
place, beneficiaries tend to have little regard for the price of health care services.
When consumers have little regard for the cost of services, we can be certain that
the suppliers of services will have little regard for the price they charge. In addition,
the benefits of developing cost saving technology are positive only if those who de-
mand services care about cost. Thus, technological changes that increase our ability
to find solutions for current conditions for which there are no treatments, will result
in higher expenditures. Such expenditures increases will be wholly or partially off-
set by the development of cost reducing technology with the proper incentives.

We can develop an estimate of the demand effect of introducing a no-first-dollar
coverage Medicare system by using the results of the RAND Health Insurance Ex-
periment. The RAND experiment found that a policy with a $500 deductible in 1983
dollars and 100 percent coverage above the deductible reduced total expenditures
relative to fee care by 27 percent.4 Similarly, Christensen and Shinogle (1997) esti-
mated that Medicare beneficiaries who have Medigap coverage used 28 percent
more service than do beneficiaries who are not covered.5 With Medigap, Medicare
can be essentially converted to a first dollar coverage policy.

Using results from the RAND study to estimate the expenditures associated with
a $2,500 deductible policy results in 24 percent savings. These savings only reflect
reductions in demand on the part of consumers. The effects will be even larger as
suppliers compete to provide the services consumed under the deductible amount.
While switching to a higher deductible policy is seldom mentioned as a Medicare
reform, it is instructive to consider designing an insurance package that includes
no-first-dollar coverage. Concerns over how lower income retirees will pay for care
below the higher deductible can by addressed by providing them with a need-based
transfer. The transfer must be designed, similar to a medical savings account, to
give them the incentive to consider the cost of care.

BALANCED BUDGET ACT OF 1997

The Medicare+Choice program initiated with the passage of the Balanced Budget
Act (BBA) of 1997 was expected to expand the set of private insurers available to
Medicare beneficiaries. The act allowed preferred provider and provider sponsored
organizations to enter the Medicare market alongside traditional health mainte-
nance organizations. A key difference between the traditional fee-for-service Medi-
care and Medicare+Choice is the program’s payment methods. In the former, provid-
ers receive a separate payment for each covered medical service while, in the latter,
contracted private plans receive a fixed monthly amount for each beneficiary they
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enroll. Competition among the expanded group of providers was expected to reduce
expenditures and slow cost growth.

Thus far, evidence supporting the expectations has been mixed at best. According
to a recent GAO study, providers participating in Medicare+Choice continue to at-
tract healthier and less costly beneficiaries.6 Reimbursement rates have, up to this
point, been based on a formula adjusted for a participant’s geographic location, age,
sex, disability status and Medicaid eligibility. Since the reimbursement rates are not
individually risk adjusted, providers have the incentive to screen patients and re-
duce their exposure to high risk patients. The patients who participate in the pri-
vate plans have a lower cost than the average of patients in fee-for-service, yet
Medicare+Choice providers receive the average cost. As a consequence,
Medicare+Choice has increased, rather than reduced, Medicare costs.

The BBA required the Department of Health and Human services to develop a
risk adjustment methodology that accounts for variation in per capita costs based
on health status and demographic factors for payment to Medicare+Choice
organizations. In its current form, the adjustment factors are a function of age, sex,
Medicaid eligibility, location, and inpatient diagnoses called the Principal In-Patient
Diagnostic Cost Group (PIP–DCG). The risk-adjusting methodology improves upon
the current methodology but can explain only 6 percent of the total variation in
medical expenditures. Other risk-adjustment methodologies are being evaluated, but
the GAO study concludes that the new methodology ‘‘. . . may ultimately remove
less than half of the excess payments caused by favorable selection.’’7

Reimbursing private providers based on preset risk-adjusted reimbursement rates
will continue to induce providers to screen patients. This year, reimbursement rates
vary by geographic location, age, sex, Medicaid eligibility, disability status and diag-
nostic cost group. Providers know beforehand how much they will receive for taking
on each type of patient rather than being asked to price each of the risk factors
themselves. An alternative to having HCFA establish risk-adjusted reimbursement
rates is a competitive bidding process in which suppliers bid for each type of patient.

THE RATIONALE OF THE PROPOSED REFORMS

A basic idea behind Medicare+Choice and several Medicare reform proposals on
the table are to adopt market-oriented approaches to achieve cost efficiencies. These
cost-saving approaches have already been successfully adopted by numerous em-
ployer-sponsored health care programs and by the Federal Employees Health Bene-
fits Program (FEHBP). All these programs are designed to make beneficiaries sen-
sitive to the cost implications of choosing a particular plan. The demand side cost-
saving incentives will then induce providers to deliver medical services that are
cost-efficient. Potentially more important, these same cost-saving incentives will
eventually lead to a better balance between service-expanding and cost-saving medi-
cal innovations, slowing down the growth of Medicare costs in the long-run.

In order to contain the accelerating costs of Medicare and to optimize its benefit
package, we must go even further in modernizing Medicare’s payment system by ap-
plying market approaches to cost efficiencies. This consensus can be seen from sev-
eral leading proposals on Medicare reform (including the Breaux-Thomas proposal).
In addition to benefit expansion, these proposals include the following payment side
changes: (1) Fee-for-service modernization, which would enable the traditional Medi-
care to act as a prudent purchaser; (2) Medicare+Choice modernization, which would
encourage plans to compete on costs as well as quality; (3) A premium support sys-
tem fashioned after the FEHBP, which would make beneficiaries more sensitive to
costs of care.

In the following, however, I want to focus on two other issues related to Medi-
care’s cost problem. First, what is the most sensible way to provide prescription
drug coverage for Medicare beneficiaries when costs are currently a paramount con-
cern? Second, I want to argue for the case of prefunding Medicare that takes advan-
tage of the baby boom workers still in working.

THE CASE FOR PRESCRIPTION DRUG COVERAGE

A major purpose of the Medicare program was to offer senior Americans access
to medical care. Yet an important part of current medical care, prescription drugs,
are for the most part not covered by Medicare. As a result, only about two thirds
of Medicare beneficiaries have prescription drug coverage (through employers’ plans,
Medicaid, Medigap and Medicare+Choice). Thus, while much of the Medicare reform
discussion concerns cost containment, another major Medicare updating plan on the
table proposes to make structural changes that add out-patient prescription drugs
to the Medicare program. For example, the Breaux-Thomas Medicare reform plan
(and the earlier Breaux-Frist plan) proposes making coverage available for prescrip-
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tion drugs and catastrophic medical costs in a broader Medicare reform package fea-
turing market solutions to cost efficiencies on the payment side. In contrast, the
President’s Immediate Helping Hand Prescription Drug Plan proposes temporary
prescription drug assistance to the neediest seniors until a comprehensive Medicare
reform plan including prescription drugs is enacted and implemented.

There are convincing medical and economic reasons for adding prescription drug
benefit as part of a reformed Medicare package. Indeed, it is hard to imagine that
a modern medical insurance plan does not include outpatient prescription drug cov-
erage as an integral part. Approximately 98 percent of private health insurance
plans offer a prescription drug benefit or a cap on out-of-pocket expenses as an inte-
gral part of the benefit package. As a result of innovations on drug therapies, pre-
scription drugs have been playing an increasingly important role in health care. Ac-
cording to the Health Care Financing Administration, Office of the Actuary, for the
last several years, overall health care expenditures grew at about 5 percent annu-
ally while nationwide prescription drug spending grew on average at a much higher
12 percent per year. Prescription drugs as a component of health care are even more
important for the elderly due to aging-related chronic diseases. In 1995, as some
studies show, an elderly person’s total average annual drug costs were $600 com-
pared with $140 for a nonelderly person.8

PRESCRIPTION DRUG COVERAGE SHOULD BE BALANCED AGAINST COST CONCERNS

While adding drug coverage to Medicare is important, it raises financing issues
to a program whose future funding will strain even optimistic forecasts of future
economic growth. At least one study suggests that incorporating outpatient prescrip-
tion drugs into the Medicare benefit package could add between 7 percent and 13
percent annually to Medicare’s total cost.9 The President’s budget proposal for fiscal
year 2002 includes $230 billion in expenditures on Medicare and, in addition, the
President proposes an Immediate Helping Hand Prescription Drug Plan to offer low-
income seniors prescription drug assistance and all seniors catastrophic drug cov-
erage (more than $6,000 in out-of-pocket drug costs) which entails spending $11.2
billion in 2002 and $153 billion in the next 10 years.10 So even a prescription drug
plan targeted only to the neediest would add a significant share (almost 5 percent)
to the costs of the traditional Medicare program.

While I believe the new drug benefit initiative featured in the President’s IHH
plan is carefully crafted to balance competing concerns about the sustainability of
Medicare and the hardship faced by some beneficiaries, I do not think a plan provid-
ing universal drug coverage with no conditions about other reforms would be a fi-
nancially responsible policy option. Adding full-scale drug coverage to all Medicare
beneficiaries would effectively replace private sector financing with public financing.
In 2001, seniors are expected to spend approximately $69 billion dollars on prescrip-
tion drugs. This amount by itself is equal to 1.3 percent of taxable payroll.

Moreover, as Figure 3 shows, the surge in prescription drug price inflation has
coincided with the significant decrease in the share of prescription drug purchases
that are paid by individuals. During the 1960’s and 1970’s, prescription drug prices
increased at an annual rate of just over 1 percent while third party payers covered
only 16 percent of expenditures. Individuals paid the remaining 86 percent of the
cost. For the last two decades the average annual increase in drug prices rose to
7.3 percent, as average third party coverage rates rose to 52 percent. By 1998, third
party payers were covering 73 percent of the cost of prescription drugs. Thus, with-
out a comprehensive reform, adding comprehensive drug coverage will likely
produce rapidly growing costs.
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REFORMING MEDICARE’S FINANCING

While most current reform initiatives are aimed at bringing competitive forces to
bear on the provision of health insurance for the aged, little attention has been paid
to insuring the solvency of Medicare. Over the last few years I have studied the fea-
sibility of prepaying Medicare benefits. Medicare is financed on a pay-as-you-go
basis which means that, for the most part, contemporaneous taxes are used to pay
benefits. Further, the financing can be thought of as a transfer from the young to
the old (including the 75 percent of SMI benefits paid by the Federal Treasury).
Thus, the retirement of the baby boomers will cause severe problems for Medicare
that are further exacerbated by the possibility that benefits may grow at a faster
rate than the growth in the economy, necessitating transfers that grow as a share
of the economy.

A detailed presentation of the prepayment proposal can be found elsewhere, so I
will briefly outline its main components here.11 The transition path we have studied
is structured as follows. All workers born in 1946 and later would be in the prepaid
system and all individuals older than 54 today would remain in traditional Medi-
care. Beginning today, individuals in the prepaid system would establish and fund
a health insurance retirement account that at retirement would be sufficient to pur-
chase health insurance for the rest of their lives. This may seem a tall task, and
indeed it is, but it is important to initiate the transition now and take advantage
of the earning power of the baby boomers while they are workers, rather than wait-
ing until it is too late, when they become retirees and begin to draw benefits.

In Table 1, I present the lifetime contribution rate on labor earnings required to
prepay Medicare benefits assuming that per capita benefits grow at the rate of GDP
per capita growth + 1 percent.12 I present the rates required of new labor force en-
trants to prepay Medicare benefits and those required to prepay a $2500 deductible
policy. Recall that the prepaid program is phased in for individuals born after 1945,
so any move to a higher deductible policy would not affect current or near term re-
tirees. As the rates in the table indicate, prepaying the total Medicare package can
be prepaid at rates that are less than the current payroll tax for the HI program
by itself. At a 5.4 percent real rate of return, the contribution rate is 2.68 percent
and if the rate of return is 8.5 percent the contribution rate is 0.86 percent. In the
following simulation, we allow the rate of return to decline as the accumulated
funds in the health insurance accounts increase the nation’s means of production.
The 5.4 percent return is roughly the long run return on a portfolio comprised of
60 percent stocks and 40 percent bonds. The higher 8.5 percent return is the pretax
rate of return on nonfinancial corporate capital.13 This rate is the marginal product
of capital and reflects the rate realized on the accounts if all taxes are waved. The
lower rate of 5.4 percent is after corporate tax payments. In the simulation results,
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I use the pretax rate and implicitly assume that all taxes are waved on these ac-
counts.

We introduce the higher deductible policy to show the level shift in the cost of
insurance. The lower cost is due to demand responses exclusively, even though as
consumers face the full cost of care below the deductible, suppliers will compete for
those first dollars resulting in lower prices. We estimate that contribution rates nec-
essary to prepay the higher deductible policy are 2.27 percent and 0.73 percent, at
the 5.4 percent and 8.5 percent real rates of return, respectively.

The Table 1 shows that the contribution rates for new entrants are low. However,
the rates escalate for individuals who have fewer years remaining in the labor force.
In the simulation path we have studied, workers pay for contributions to individual
accounts for all individuals in the new system and for the Medicare costs of current
and near term retirees. In each year the transition tax rate, or tax in excess of the
rate that would be necessary without prepayment, is the same for all workers.

Before turning to the simulation results I would like to point out a few favorable
consequences of prepaying retirement medical insurance. The first I have already
mentioned in passing is; prepayment increases the nation’s capital stock. It can be
shown that pay-as-you-go transfers reduce savings and the size of a nation’s capital
stock or means of production. With prepayment, that outcome is reversed; capital
stock rises and so does income. The second consequence is that prepayment mollifies
the effects of variations in generation size. Without prepayment, the baby boomer’s
retirement will result in a great burden on the taxpayers, necessitating high tax
rates which have severe incentive effects. The final consequence is related to the
higher tax rates. By prepaying benefits, future payroll taxes will be reduced, produc-
ing significant efficiency gains.

Table 2 presents the simulation results. The first column shows the status quo
Medicare tax rate. The rate is the ratio of Medicare expenses for the aged net of
benefit payments divided by taxable payroll. We use taxable payroll as the denomi-
nator as an accounting metric, realizing that SMI is not financed by a payroll tax.
This column shows the tax rate assuming no prepayment. The remainder of the
table shows the results with prepayment. The initial marginal productivity of cap-
ital is assumed to be 8.5 percent . Contributions to the individual account are as-
sumed to increase the capital stock dollar for dollar. As the capital stock rises, the
marginal product of capital falls and wages rise.

The higher wage base is used as the denominator in the next column titled fore-
cast Medicare costs. The higher wage base results in lower tax rates. The next col-
umn shows the benefits paid from the prepaid accounts. The first of the baby
boomers retires in 2011, so the prepaid benefits are zero until then. As individuals
with prepaid insurance comprise an increasing share of retirees, their share of total
benefit payments rise. By 2050 all of the benefits are paid from the prepaid ac-
counts. The next column identifies the share of benefits that must be paid by tax
revenues. These are the benefits of those who are born before 1946. As the column
indicates, by 2050 these individuals have died and the tax requirement is elimi-
nated. The aggregate prepaid account contributions are shown in the next column.
Because the transition path being analyzed requires that all individuals born in
1946 and later have prepaid accounts by the time of their retirement, the aggregate
contributions are well above the rates shown in Table 1 for new labor force entrants.
Further, the long run rate of 1.24 percent is above the 0.86 percent rate in Table
1 because of the decline in the rate of return earned on the accounts. The next col-
umn shows the transition cost. These costs are the taxes in excess of the taxes with
no prepayment. Until 2018 the total cost of the transition, presented in the last col-
umn, exceeds the cost of the pay-as-you-go system. Figure 4 graphically depicts the
forecast Medicare costs and the Medicare tax plus prepaid account contributions.
For the first 18 years the transition is more expensive than continuing with the cur-
rent financing arrangement. Thereafter, the prepaid system is less expensive.
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CONCLUDING REMARKS

In order to contain the accelerating costs of Medicare, Medicare’s payment system
can be modified by applying market approaches to cost containment that have been
successfully tested by numerous employer-sponsored health care programs and by
the Federal Employees Health Benefits Program. Consideration of prescription drug
coverage should be balanced against this heightened cost concern. Besides reforming
delivery of care, the rising cost pressures also makes a strong case for prepaying
Medicare.

TABLE 1.—LIFETIME CONTRIBUTION RATES AS A PERCENTAGE OF TAXABLE EARNINGS FOR LABOR
FORCE ENTRANTS

Real rate of return Medicare replacement $2,500 deductible policy

5.4 2.68 2.27
8.5 0.86 0.73

TABLE 2.—SIMULATED TRANSITION TO PREPAID MEDICARE

Year
Status quo

Medicare tax
rate

Forecast Medi-
care costs

Benefits paid
from prepaid

accounts

Benefits paid
from tax reve-

nues

Aggregate pre-
paid account
contributions

Transition cost
Medicare tax
plus prepaid

accounts

2000 4.17 4.17 0.00 4.17 2.71 2.71 6.87
2010 4.66 4.58 0.00 4.58 2.30 2.30 6.87
2020 6.45 6.22 2.94 3.28 1.63 0.00 4.91
2030 9.14 8.70 7.12 1.58 1.31 0.00 2.90
2040 10.88 10.30 9.94 0.36 1.25 0.00 1.61
2050 11.90 11.25 11.25 0.00 1.24 0.00 1.24
2060 13.77 13.05 13.05 0.00 1.24 0.00 1.24
2070 15.91 15.28 15.28 0.00 1.24 0.00 1.24

ENDNOTES

1. This growth assumption was one of the primary recommendations published in
Review of Assumptions and Methods of the Medicare Trustees Report: Financial
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Projections, December 2000. My estimates are not adjusted for the age distribution
of Medicare enrollees.

2. Paying Social Security benefits to the elderly and to survivors in 2040 will cost
15.5 percent of taxable payroll. Combined with Medicare the costs will climb to 27.7
percent of payroll.

3. On a related matter, faster introduction of young immigrants to this country
may offer some help on the revenue side, but as some studies show, the scale of
immigration that may generate a significant impact on Medicare and Social Secu-
rity’s financing is likely to be politically infeasible.

4. See The Demand for Episodes of Medical Treatment in the Health Insurance
Experiment, Emmit B. Keeler, Joan L. Buchanan, John E. Rolph, Janet M. Hanley,
and David M. Reboussin, 1988, RAND Health Insurance Experiment Series.

5. ‘‘Effects of Supplemental Coverage on Use of Services by Medicare Enrollees,’’
Sandra Christensen and Judy Shinogle, Health Care Financing Review, Fall 1997,
pp. 5–17.

6. Medicare+Choice: Payments Exceed Cost of Fee-for-Service Benefits, Adding
Billions to Spending, August 2000, GAO/HEHS–00–161, General Accounting Office.

7. GAO, p. 5.
8. The first number is from M. Davis et al., ‘‘Prescription Drug Coverage, Utiliza-

tion, and Spending Among Medicare Beneficiaries,’’ Health Affairs, Vol. 19, No. 1,
1999 and the second number is from Agency for Health Care Policy and Research
Center for Cost and Financing Studies, National Medical Expenditure Survey Data,
Trends in Personal Health Care Expenditures, Health Insurance, and Payment
Sources, Community-Based Population, 1987–1995 (March 1997). http://
www.meps.ahcpr.gov/nmes/papers/trends/intnet4d.pdf

9. M.E. Gluck, National Academy of Social Insurance Medicare Brief: A Medicare
Prescription Drug Benefit (April 1999). http://www.nasi.org/Medicare/Briefs/
medbr1.htm.

10. According to the President’s IHH drug plan, Seniors whose incomes are at or
below 135 percent of poverty would have no premium and nominal co-payments for
prescription drugs. Seniors whose incomes are between 135 percent and 175 percent
of poverty ($15,000 for a single person) would receive partial drug coverage.

11. See the Economics of Medicare Reform, Rettenmaier and Saving, The Upjohn
Institute for Employment Research, 2000, for a complete discussion of the proposal
and for details of our methods.

12. These results are based on a simulation model we developed several years ago.
The growth rate assumption is relative to our projection of GDP. Medicare benefits
are net of SMI premium payments.

13. This rate is from James Poterba, ‘‘The Rate of Return to Corporate Capital
and Factor Shares: New Estimates Using Revised National Income Accounts and
Capital Stock Data,’’ NBER working paper no. 6263, 1999.

Mr. PUTNAM. Thank you, Dr. Saving.
Are there questions of the witnesses?
Mr. Gutknecht.
Mr. GUTKNECHT. Thank you, Mr. Chairman, and I want to thank

the distinguished panel for coming here today.
I would like to, first of all, tell a quick story. When I was in the

State legislature, I remember I was on the subcommittee that dealt
with the public employees’ benefits.

I remember just a number of years ago that there were some ex-
perts who came in one day, and they were so excited. They had a
new idea for the health insurance program for the State employees.

It was going to involve first dollar coverage. It was going to save
us all kinds of money, because people would go in early, they would
get treated faster, and it was going to save us money.

I remember that day. I am not an economist, and it certainly is
not an economist’s term; but I said, there is unlimited demand for
free stuff. I said, I do not really see how this is going to save us
money.

About a year later, those same people came scurrying back into
the same room saying, we have got to make a change here. This
thing is eating us out of house and home.
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I am concerned about that. I think, Dr. Saving, your chart here
on prescription drugs is a very good one. I do think that part of
what is driving the inflation in the prescription drug industry is
the fact that an awful lot of Americans have some kind of prescrip-
tion drug coverage, and do not really know how much prescription
drugs cost.

I say that, even with my parents. We were talking about this last
year. I asked them how much they were paying for prescription
drugs. They said, ‘‘I think it is $4.’’ They really did not know how
much. They do not take that many drugs, but they were somewhat
divorced from that.

Dr. Wilensky, I came in late, and I am sorry, because I really
wanted to hear all of what you had to say. You mentioned at least
a little bit about prescription drugs. I think you said, and I do not
want to put words in your mouth, but I think you said that we
should be very wary of another BBA type fix, until we get real re-
form, structural reform, of the system, and I agree with you.

Dr. WILENSKY. I did say that.
Mr. GUTKNECHT. Did you mention prescription drugs?
Dr. WILENSKY. What I said is, two strong recommendations. We

need prescription drugs, but we need to have that done within the
context of overall Medicare reform.

I recommend not doing a standalone. Let us start with prescrip-
tion drugs and get to reform when we get to it, I think, because
of the financial fragility of the program, and the obvious ease with
which it is to give benefits, relative to doing the kinds of other
changes that are needed.

So my two recommendations are these. Do prescription drugs,
but only in the context of overall reform. If the Congress does not
do prescription drugs and/or Medicare reform, do not use the
money that has been set aside in the budget to increase provider
payments.

There was a rationale for the first two rounds, post-PBIA. But
I think unless there is some clear problem that is not currently ob-
vious, that should not be repeated.

Mr. GUTKNECHT. Well, I really want to come back to this, be-
cause it does strike me that if we go with some kind of a new enti-
tlement for prescription drugs, particularly under the current sys-
tem that we have right now, with the patent situation, with the
FDA, and so forth, this is an issue that I have learned more and
more about, and the more I learn about it, the more troubled I am.

I do not believe in price controls, but I do believe in free markets.
We, in the United States, are really caught in a very difficult bind,
as it relates to prescription drugs. That is that American consum-
ers, those who are paying the full freight right now, are paying
much, much more than any other consumer in the rest of the
world, as far as I can determine.

I really do think that we have got to look at ways that we can
at least allow for more competition, even within the prescription
drug industry. Frankly, we have got to get the doctors to partici-
pate in this.

You know, in some respects, I believe they are part of the prob-
lem, because they have a tendency to want to prescribe the best for
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their patients, and I am not questioning their motives. But the net
effect of this sometimes is to really make this problem even worse.

The other problem that I was surprised to learn, and I do not
think most Members of Congress know this, is that in terms of the
generics, there really is not much difference between a generic drug
and a brand name drug.

As a matter of fact, I am told, and maybe you can correct me on
this, that the difference between most generic drugs and the brand
name drug is no different than one batch of the brand name drug
and the next batch of that same brand name drug.

Yet, in many, many cases, we could save countless numbers of
millions of dollars, if we could simply get the doctors at least to
consider more often prescribing the generic brand.

But I do think the other part of it is, we have got to get at this
price thing. You know, with the pharmaceutical industry, I am not
out to get them. But on the other hand, in many respects, it cer-
tainly seems as it relates to American consumers, they have a li-
cense to steal.

When you take commonly prescribed drugs that are selling for 10
percent of what we sell them for in the United States, in Europe,
it really amounts to the fact that American consumers are subsidiz-
ing the starving Swiss. At some point, I think we have to say, we
are not going to play that game any longer.

Is there any comment on what we can do to create more competi-
tion, and help hold down the price of drugs? This is a great chart.
I love this chart. I am going to steal it from you, and use it in some
of my special orders.

Dr. WILENSKY. Let me give you one suggestion with an issue that
you raised initially, which has to do with intellectual property pro-
tection.

As a result of a number of pieces of legislation that were passed
by the Congress in the last 16 or 17 years, there has been an al-
most effective doubling of the amount of time, on average, that a
new chemical entity is patented.

While I think we need to be careful to protect intellectual prop-
erty, I am not suggesting that you do away with it. The series of
changes have substantially increased the amount of monopoly con-
trol and power that exists. I think it may be time to go back and
to see the effect that has occurred over the last 16 years, and to
try to make sure that we have the right balance.

Whether or not generics are substantially less, whether there is
competition with other branded names varies very much by the
type of compound. But you are clearly correct, we want to encour-
age competition. That means making sure that the monopoly power
that is granted by the Government for particular new elements is
the good tradeoff. We want the best tradeoff that we can have, and
I think that is important.

Secondly, you might need to help make sure that information is
available, so that both physicians and patients understand when
some of the new, more expensive compounds really provided added
value.

Information, of course, will not be enough. They need informa-
tion, and you need to have economic incentives that encourage indi-
viduals, and through them, the physicians that they go to for serv-

VerDate 11-MAY-2000 15:22 May 29, 2001 Jkt 000000 PO 00000 Frm 00117 Fmt 6633 Sfmt 6602 H:\DOCS\HEARINGS\107-5\HBU066.000 HBUDGET1 PsN: HBUDGET1



114

ice, to make sure that their economic incentives support appro-
priate use of new therapeutics.

But I do think that reviewing intellectual property protection
provisions is something that is probably ripe for Congress to con-
sider.

Dr. MOON. Could I just underscore what Gail has said, at the
end, in particular?

If we consider expanding prescription drug coverage to this popu-
lation, the amount that it would take in additional funds to provide
good, credible information to consumers would be rounding error.

Consumers now only get their information from research largely
funded by drug companies. They are, understandably, a little sus-
picious sometimes, when they hear certain kinds of information, or
else accept unreliable information.

What would be helpful, not only for Medicare, but for the private
sector as a whole, would be good information, available from an
independent entity, about when generics are totally safe and equiv-
alent, and when they are not; when drugs within a particular class
that are still under patent are largely equivalent or not. You might
actually get some price competition, which is unheard of, across
brand names, if you did that.

All of the drug proposals that people are talking about usually
have a 50 percent co-pay. Beneficiaries will be very well aware of
the cost of drugs, as many of them already are.

Dr. SAVING. It is kind of interesting here, because I gave a
speech on Friday in Dallas to the Chamber of Commerce. I was
driving up there from College Station. I saw a lot of billboards. The
billboards were advertising Lasik surgery. The biggest number on
the billboard was the price.

Now if you open up any magazine, and you will see ads for phar-
maceuticals. Nowhere in that ad is the price mentioned. There is
a reason for that. That is that the people buying it are not paying,
and they do not care what it costs.

If we can make people care what it costs, the drug companies are
going to do a lot of this information for us. They are going to tell
us what the price is. That is the kind of competition that we would
like to see.

We would like to see them doing what they do with Lasik sur-
gery: advertise the price; tell us what the drug is going to cost; why
we ought to be buying it instead of another one; and what its price
is going to be.

Mr. GUTKNECHT. Mr. Chairman, can I follow up?
Mr. PUTNAM. You certainly may.
Mr. GUTKNECHT. I am not really in favor of restricting advertis-

ing, although it does bother me, all the pharmaceutical ads that we
see on television, today.

You have just raised a very good point, what about the idea of
saying, OK, you can go ahead and advertise all you want, but you
have got to put the price in there? I mean, you do not have to nec-
essarily respond, but it is something we maybe should think about.

Dr. WILENSKY. It is a very interesting idea to try to force the in-
formation. Again, I think you need two components. To get better
information will help, but it will not be enough. But it is a very
interesting idea, as the first step.

VerDate 11-MAY-2000 15:22 May 29, 2001 Jkt 000000 PO 00000 Frm 00118 Fmt 6633 Sfmt 6602 H:\DOCS\HEARINGS\107-5\HBU066.000 HBUDGET1 PsN: HBUDGET1



115

Mr. PUTNAM. In fact, grocery store ads or drug store ads adver-
tise nonprescription drug prices all the time.

Dr. WILENSKY. Right.
Mr. PUTNAM. It is really the prescription system that makes this

difficult. It is this deal between the doctors and drug companies
that makes the price information less important. We need to break
that, so that the drug stores who are advertising big, full-page ads
in the newspaper are going to talk to us about the price of prescrip-
tion drugs. But that will only happen if the buyers care what it
costs.

Further questions; Mr. Collins.
Mr. COLLINS. Many of our seniors under Medicare or Medicaid

take a sizable number of drugs, maybe five or six, and some even
eight or nine.

What do you think or what is your opinion of the consultant
pharmacies who analyze how one drug may offset another drug,
and come back with recommendations that oftentimes lead to a
fewer number of drugs being taken?

Dr. WILENSKY. Well, the pharmacies and the pharmacists can
provide important information to the extent that they are the sin-
gle supplier of prescription drugs.

One of the advantages in coordinated care/managed care plans is,
there usually is somebody around who is looking at all of the thera-
peutics that are being prescribed.

A pharmacist can provide that very important service. It really
will vary in the community as to how likely the same person is to
be providing that kind of information, or whether or not the infor-
mation systems are connected.

So there is an important service, in terms of whether there may
be a drug interaction with regard to other things known about the
individual. Whether or not the senior is likely to go to the same
pharmacy for all of their prescriptions is a more complicated issue.

Mr. COLLINS. Let me narrow it down a little differently, a little
closer. In the nursing home, where a resident may, as I say, be tak-
ing a half a dozen different drugs, there is a consultant pharmacist,
who will go into the nursing home and look at all the drugs that
that nursing home is responsible for administering to that resident.
Are you familiar with that program, and what is your opinion of
that?

Dr. WILENSKY. I think when you have individuals who are receiv-
ing, and by the nature of being in a nursing home, you are having
individuals with multiple dependencies, and that is typically why
they are there, and they will be taking substantial numbers of
pharmaceuticals.

I am a trustee for the United Mine Workers Health and Retire-
ment Fund, that funds the retiree benefits for individuals who av-
erage 80 years old. They tend to be a very old, frail population.
They have very high pharmaceutical prescription drug use.

As part of that program, they have brought in one of these phar-
macy benefit management groups to try to work with the physi-
cians and gerontologists to make sure the very high users are get-
ting proper guidance, both to the physicians and to the individuals.

I think that will mean to be careful about whether or not it
would make sense to think about this, in general, on an average,
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for seniors; or whether there might be some special services for in-
dividuals who have extraordinary numbers of prescription drugs,
who have catastrophic expenditures, to think about whether people
who are in that category might need or benefit from some kind of
case management, clinical guidance, however you want to call it,
and who the right person will be. But I think the point that you
are raising is a good one.

I think the issue of who the right person will be is very impor-
tant. One of my concerns is that sometimes in nursing homes, the
nursing home pushes for certain kinds of medications to make the
patients easier to take care of, to deal with incontinence, and that
can cause problems, in other areas, for example.

So one of the things that you also want to make sure is that
when you are dealing with something like a nursing home, that it
is not someone affiliated with a nursing home, who then is inappro-
priately coordinating certain kinds of drugs that may actually be
harmful to the patient.

One of the difficulties with any kind of program is that you
would like to have good oversight, and make sure that people get
good care, which is another reason why I think having some inde-
pendent group that would have recommendations, could have some
oversight authority, and could collect the information to provide it
to individuals to say, you should be aware and worry about this
kind of drug interaction.

Mr. COLLINS. I caught the tail end of a news report the other
day, and I have not been able to track it down. There was some
study just recently that indicated that there was quite a duplica-
tion in medication, which added quite a bit to the cost. So that is
where I was coming from.

Dr. WILENSKY. This also causes clinical problems, as well, for in-
dividuals who have direct drug interactions; particularly for indi-
viduals who take a lot of pharmaceuticals, or who have a lot of
complicating illnesses.

Mr. COLLINS. I thank each of you for being here today.
Thank you, Mr. Chairman.
Mr. PUTNAM. Thank you, Mr. Collins.
Mr. Kirk.
Mr. KIRK. Thank you, Mr. Chairman.
Dr. Wilensky, you are highly experienced in all things HCFA. I

am wondering if you could tell me if there is an automatic and as-
sociated cost with removing the reimbursement rates under Medi-
care, that are currently calculated on a county by county basis? If
we went to MSAs, does that necessarily cost us anything?

Dr. WILENSKY. It would not necessarily cost you anything. You
could have a budget-neutral calculation, that would have the Fed-
eral Government spending exactly as it spends now.

Mr. KIRK. For you, and I ask you more as an outside witness, as
a political judgment, is that possible to do?

Dr. WILENSKY. It is possible. We have just been struggling with
this on the Medicare Payment Advisory Commission. Let me tell
you our recommendation and why.

We have been uneasy in urban areas about going to an MSA, be-
cause we think that the counties may have some substantial dif-
ferences of what may be five or six counties within an MSA. There
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are tradeoffs of getting into the larger unit; but on balance, the
Commissioners decided against it.

Where we do recommend going to a larger grouping than now ex-
ists is for the rural or small urban areas, where we think the cur-
rent configuration provides unstable estimates, and estimates that
vary in ways that do not make much sense.

So our recommendation is that the Secretary consider larger
groupings that would provide stable estimates of spending in the
non-heavily urbanized areas; but on balance, to stay with the coun-
ty for the urban areas.

However, we recognize that there are tradeoffs that you get into.
You will then have reimbursements differ, in terms of adjacent
areas.

Mr. KIRK. I represent a community that is all above suburban
Chicago. The communities 20 miles north of the county line are
just as suburbanized as those below.

What you are saying is, you recommended against solving that
problem. Right now, health care is radically different on one side
of road, in a community that is no different than the lower part.

Dr. WILENSKY. Also, we had recommended that in instances
where there is reclassification, which has been used to try to
smooth out some of the differences, that it be done in a way that
recognizes it does not leave whatever is left behind in the areas
around that reclassified hospital, et cetera, that they not be hurt
by that. So we think that there are ways, if there are particular
problems that exist, for a hospital in an adjacent area.

I do not want to say that there are problems that we do not
solve. We think, on the other hand, we will take an area, and pre-
tend as though the four or five different areas within the metropoli-
tan area, and we happen to be now in Washington, in an area that
is a five county MSA. There really are some substantial differences
in the five counties that make up the Washington MSA.

So you need to decide which way you think you solve more prob-
lems than you create.

Mr. KIRK. Right, and I would just say, in Chicago’s case, in the
difference between Cook and Lake County, Chicago has long ago
broken out of the bounds of Cook County. I have now got census
projections of 350,000 people moving the Lake County.

So this is only going to get worse. I think we need to address the
large groupings, because right now, you have got Medicare recipi-
ents in communities that are identical, who are treated differently.

Dr. WILENSKY. Are you talking about treated for purposes of
HMOs, or in terms of how the institutions are reimbursed?

Mr. KIRK. HMOs.
Dr. WILENSKY. Well, that really raises a somewhat different

issue. Let me try to be clear. Certainly, Mr. Nussle is not here now,
but Iowa is a State that is affected by this.

We are very aware of the different premium payments that occur
to HMOs, as a result of Medicare, the Medicare Plus Choice pay-
ments. We tend to ignore, all of us, that spending on behalf of the
senior, under traditional Medicare, which is where 87 percent of
the seniors are, varies even more now than the HMO payments
vary. But we do not tend to think we should do anything about
that. That is why we get these variations in HMO payments.
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Now the Congress has gone in and set various floors that do not
let the payments fall as low as they do in some of the urban and
low-cost counties.

I misunderstood the question that you were asking me. We have
a real problem in Medicare, in that it is a national program, but
spending by the Government on behalf of seniors varies all over the
map. A lot of it has nothing to do with either the health of the sen-
ior or the cost of providing health care services. It has to do with
how health care is provided and how health is demanded.

If we want to seriously look at that issue, which I would encour-
age the Congress to do, we need to think about the variation that
occurs in traditional Medicare spending, and think about how we
want to try to affect those kinds of variations.

To only look at what goes on in the Medicare Plus Choice plan
is to focus all our concern for 13 percent of the population, when
exactly the same problem is going on for the 87 percent in tradi-
tional Medicare.

Again, if these are areas where you would like to have any addi-
tional discussions with myself or staff at Medpak, we would be glad
to share with you some of our thoughts.

Mr. KIRK. I absolutely need that, because I will tell you, it is a
burning issue in the 10th District of Illinois.

I have one last question for Dr. Saving. This is on your assump-
tion of Medicare, your famous Figure 1 here. Is it at all reasonable
to assume that the expenditure growth rate will be GDP plus one?

Dr. SAVING. Yes, I think it probably is, as a matter of fact. It is
based, if we were using economics terms, on the fact that health
care, especially for the elderly, is a superior good. What a superior
good is, it is good; where when their income goes up, they spend
a greater share of their income on it.

Now you ought to note that that does not mean that they are
spending less on other things. It just means they are spending a
smaller proportion of their income on other things.

So it is not the case, assuming that it is going to go up 1 percent
greater than GDP, that it means that it will, at some point, in
some limit, be all of GDP, because it will not be.

Mr. KIRK. Right.
Dr. SAVING. It will never be all of GDP. Everything else is also

growing.
Mr. KIRK. It would seem to me, a more dynamic model would

make sense; since the previous year’s growth was 4.7 percent, that
this would level out over time, as we get into a higher percentage
point, rather than just be at a straight 1 percent growth, which has
an enormous impact on the general revenue demands that Medi-
care has.

Dr. SAVING. Well, the revenue part does not have any impact on
the cost part, yes.

Mr. KIRK. Right.
Dr. SAVING. But if it is true in health care and it appears to be

the case, and of course, some of that is probably driven by the insti-
tution that we have set up, which encourages the research to be
not cost-reducing, but to be new technique developing, because that
is where the money is.
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If you are going to develop new techniques, then we are going to
find new ways to replace all our body parts that are wearing out,
and that is really where this is coming from.

What I have done here is simply take the technical panel, and
I have read the technical report, and I agree with them that health
care, at this point, is a superior good. Your question really is, are
we ever going to have technology that is going to change this? That
may be the case, and it may happen if we change the institution.

But the current institution simply ensures that the technological
developments are going to be ones that are going to increase ex-
penditures.

The technical panel really based their recommendation on that
fact. They are saying, there is nothing in the offing that is going
to change that.

Mr. KIRK. Thank you, Mr. Chairman.
Mr. PUTNAM. Thank you, Mr. Kirk. I especially appreciate your

questions on the inequities of reimbursement rates, because it is a
burning issue in the 12th District of Florida, as well.

The gentleman from Kentucky, Mr. Fletcher.
Mr. FLETCHER. Thank you, Mr. Chairman, and thank you all.
We have had several committee hearings going on at the same

time. We are dealing with education, so forgive me for not getting
in earlier, but thank you for coming and for your presentation.

Dr. Wilensky, I wanted to ask you a few things. First off, I want
to thank you for all the work you have done in the past, your ex-
pertise.

Dr. WILENSKY. You are welcome.
Mr. FLETCHER. I have been able to visit with you at several con-

ferences. Anywhere there are experts on health care, you seem to
show up. So thank you for all the work you have done.

I understand that on your testimony here, that you support the
reform model after the Federal Employee Health Benefit Plan. Let
me ask you under that, if you would describe the similarities be-
tween the Bush Medicare reform proposal and what benefits we re-
ceive, as Members of Congress.

Dr. WILENSKY. Well, the administration has not come forward
with the proposal that they will make the Congress for long-term
reform.

What I have done is to take what was part of the campaign,
where there was more detail in the proposal that was in the cam-
paign, and also the principles that are part of the budget that was
just submitted, and to indicate that they are consistent with that.

So without wanting to tie the administration’s hands in terms of
what they will be submitting, they idea would be to have a choice
of health care plans available to seniors, as is the case under the
Federal Employees Health Care Plan.

I certainly presume that traditional Medicare will continue to be
a part of the offerings that are there. What will be important is to
make sure that, unlike the Federal Employees Health Care Plan,
where there is no risk adjustment, it is important to have risk ad-
justment for seniors.

It is not that the problem is not present for the under 65, but
both the absolute level is so much higher, and the likelihood of tor-
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pedoing plans, if there is not risk adjustment, is greater in terms
of the Medicare Plus Choice plans.

A lot of technical issues about how to try to make sure, particu-
larly in the short term, as we are deciding exactly how to do risk
adjustment, and whether or not to do some partial capitation or
other strategies, that reduce some of the financial risk, to protect
some of the frailest seniors that are around.

But like the Federal employees, there would be an annual enroll-
ment. Like the Federal employees, information would be provided
by the Government. Presumably like the Federal employees, there
would be a cottage industry that develops, that provides even bet-
ter information about what to expect from plans, given certain
kinds of health patterns.

It would allow seniors to have choices between the traditional
Medicare and other kinds of health care plans. It would be a fun-
damentally different dynamic than exists now, because the con-
tribution made by the Federal Government, by Medicare, in terms
of the dollars to cover the premiums, would not vary with the cost
of the plan.

That is generally the distinguishing characteristic of the Federal
Employees Health Care Plan. It is what changes the whole eco-
nomic dynamics over what exists today.

While I think there are a lot tinkerings that you could do, that
the Congress could do, in terms of applying this principle to Medi-
care, it is the notion of having the amount contributed by the Gov-
ernment vary by house status or by age or by cost of living index;
but not by the cost of the health care plan that the individual
chooses. That is really what drives the different behavior.

Mr. FLETCHER. You were discussing earlier, from one of the ques-
tions, the disparity that exists between different regions and the
AAPPCs, and particularly Medicare Plus Choice. You are saying
that that value, I assume, was actually derived from probably ex-
penditures that were done in those regions.

Dr. WILENSKY. Exactly.
Mr. FLETCHER. Yet, I am not sure that any studies show that the

health care in those regions, or when you are looking at the experi-
ence rating in those, as far as matching demographically that the
care or morbidity mortality is much higher in folks that are using
a lot less money.

What kind of disparity do we have on private insurance, related
to Medicare, in a regional way? Does it correlate with that? Is it
a practice, just among geriatrics?

Dr. WILENSKY. No, this is an area, a term of art that you may
have heard, called variations in practice style. Dartmouth puts out
an atlas, if you want to see how large these variations are, in how
health care is delivered, and how medicine is practiced.

There was an article in the Wall Street Journal a while ago, indi-
cating the very high likelihood of an individual having a bypass
procedure, or having other procedures, in some particular counties,
and I think it was in Texas, relative to other areas, which appear
to have people who looked very similar, in terms of their health
and age profiles.

It is a phenomenon that we have known existed, and probably
we have known about it for the last 30 years. There seem to be
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very different ways of practicing medicine. It has to do with the in-
dividual that is doing the practice, and not the health status of the
patient.

It has to do with uncertainty about the symptoms and about the
right procedures, given the symptoms. It is an issue that exists in
the under 65 and the over 65, and exists in the Medicare popu-
lation, as well as others. So it is something we know about.

Mr. FLETCHER. I think it brings this up, as efforts have been
made to try to level the disparities between different regions, that
it really is going to have to get back probably to the practice of
making sure that we are using best guidelines or whatever.

Let me ask you, as we are running out of time here, one ques-
tion. Given the institute of medicine reports on quality, and the
fact that reimbursal does not allow providers much venture capital
to invest in the information technology, and you need to really go
more digital in medicine, what recommendations would you have,
and are there some things we can do to begin in that direction, be-
cause we really, compared to other industries, are pretty archaic?

Dr. WILENSKY. I think there are a couple of things that could be
done. The first is, I am not convinced that the medical profession,
the people leading many of the hospitals and other institutions
really believe that high quality costs less. We hear that, as a gen-
eral dictum.

But when you look at how money is invested, it is not clear that
either we know how to do that, or that they believe what is gen-
erally, in other sectors, to be true. One of the real questions is, is
it not convincing; why does this not happen? There does seem to
be a disconnect.

In some of the payments, it may be that how the payments are
made are too prescribed in terms of what they can be used for.
That is clearly not in anybody’s interest.

Making sure that there is information available about what
works and how it works, and why this is important, I think, is an
important part.

But getting the patients to demand the kind of information that
they should be demanding, as smarter patients and consumers, to
recognize that these are issues that they ought to be concerned
about as patients, is important.

Having reports like the Institute of Medicine make it clear how
sophisticated health care is, in some aspects, in terms of what we
do to people in terms of procedures, and how unsophisticated
health care is, in other aspects, in terms of making use of the infor-
mation and technology; and putting in place the kind of fail-safe
procedures that are so much a part of the airlines, or so much a
part of other sections has not happened.

Trying to help get that structure in place is certainly something
that the Congress, working with groups like the Institute of Medi-
cine, could help foster.

Mr. FLETCHER. Thank you, Dr. Wilensky.
Mr. PUTNAM. Thank you, Mr. Fletcher. Before you have to run

off, I need to get your consent that all members have seven legisla-
tive days to submit written statements to be printed in the record.
Do you object?

Mr. FLETCHER. I have no objection.
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Mr. PUTNAM. Thank you, sir.
Let me ask two questions and then we will wrap this up. Accord-

ing to a recent survey, 46 percent of the Nation’s uninsured have
incomes above 200 percent of poverty level.

Knowing that, to what extent will health care credits to the poor
really affect the number of uninsured in this country?

Dr. WILENSKY. It depends how the health care credit is struc-
tured. I think the refundable tax credits that we have talked about
for health care, that the President had proposed during the cam-
paign, and we will see whether that is exactly the structure of
what is proposed to the Congress will very much help the low mid-
dle income people; those, say, at 150 percent of the poverty line,
200 percent of the poverty line, and above.

Whether or not the kind of refundable credits that have been dis-
cussed, at least in the past, will help those below the poverty line,
who are about one-third of the poor, is a different issue.

Recognizing that there are differences in those who are unin-
sured, they are a section that are very poor, a group that are low
middle income; then, as you said, almost half that are close to the
median family income in the United States that is about 200 per-
cent of the poverty line, these are individuals who might be much
more susceptible, if they are to buy insurance, if they are provided
some tax subsidies.

If you only limit your help to people who are poor, below the pov-
erty line, or just above the poverty line, obviously, there will be
substantial numbers of people, who will not get any assistance.

Mr. PUTNAM. Dr. Moon.
Dr. MOON. I also believe that for low income individuals, it may

not be the best policy to provide refundable tax credits. There are
many problems that arise concerning when you give them the re-
fund: do they get it right away; do they get it beforehand? Is there
a reconciliation that occurs at the end of the year, if their income
goes up, so that they have to pay money back?

There are a lot of problems when you are dealing with a vulner-
able low income population, that suggests to me that tax credits
may not be the way to go.

Tax credits would be more helpful for the people at 200 percent
of poverty and above, rather than the other way around.

Dr. SAVING. I agree mainly, I think, with Gail, and that is that
it is going to help people well below the 200 percent level.

But the other issue is to understand why a number of people are
uninsured. A lot of the uninsured have to do with the fact that we
are pricing insurance not risk-adjusted properly, and these are
younger people, on the average. Younger people are healthier peo-
ple.

If they are going to have to pay, for example, like a single male,
who is going to have to pay for health insurance that covers preg-
nancy, he is not likely to get pregnant. He is going to have to pay
for that insurance. He is going to subsidize the older people like
me. To the extent that he wants to pay that subsidy, it is too big
a subsidy.

If insurance were priced totally risk-adjusted, I think we would
see far fewer people uninsured. Catastrophic insurance is all we
really care about anyway, for these people, probably. They should

VerDate 11-MAY-2000 15:22 May 29, 2001 Jkt 000000 PO 00000 Frm 00126 Fmt 6633 Sfmt 6602 H:\DOCS\HEARINGS\107-5\HBU066.000 HBUDGET1 PsN: HBUDGET1



123

have that. If it were totally risk-adjusted, it would be very inexpen-
sive.

I think these tax credits go a way toward doing that. But I think
you would want to take away, probably, the tax benefit that firms
get, or that people who work at firms get. You actually would want
to give them this refundable tax credit, but also charge off the in-
surance that their firm gives them, and make that ordinary in-
come.

Now that would allow outside insurance to compete with the
firms operating on their own insurance. I suspect, though, that
that system would very quickly take the firms out of the insurance
business; because right now, they are self-insuring, and basically
farming out the paperwork to insurance companies. They farm out
the paperwork, and they would get out of the insurance business.

Then, health insurance would be portable, instead of what we
now have. It would be like automobile insurance. I think that is a
far superior thing to what we are doing. We are probably going to
move in that direction.

But with these tax credits, and then the combination of that and
taking the health care benefit that firms give, and declaring it to
be ordinary income to workers, at that point, they get the tax cred-
it back by either buying health insurance from their firm, or buy-
ing it outside; but they get the same impact.

So there is no benefit to buying it from the firm, particularly. I
think we can change the whole industry in that way.

Mr. PUTNAM. Thank you. I would also ask for your observations
on community health centers, and what impact they have on help-
ing to address a certain demographic population, and reduce the
number of uninsured, or reaching the needs of those who may be
uninsured.

Dr. WILENSKY. If I may, I would like to respond to that. I think
that doubling the number of people served by community health
centers, and making a substantial investment in their structures is
a very good addition to the infrastructure, particularly if it results
in coordination with the hospitals and academic health centers, or
secondary and tertiary hospitals, that these individuals will re-
ceive.

Texas has done that. The University of Texas system has worked
with the community health centers. What it means is that individ-
uals going from primary care, that they are received in the commu-
nity health centers, into the hospital, and then back to the primary
health care center, and have their records go back and forth with
them.

We need to recognize that in many parts of this country, particu-
larly in areas that have large rural areas, very low population den-
sity areas, that there may be some difficulty in building the kind
of health infrastructure that exists elsewhere. For some individ-
uals, having an insurance card, per se, may not be enough.

This is a way, both because there will remain people without in-
surance coverage, and because, for at least periods of time, there
is unlikely to be the facilities and individuals available in some
parts of the country, that investments in community health centers
can be very helpful. But they do need to have coordination with
where the individuals receive secondary and tertiary care. Other-
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wise, the fragmentation can result in both more spending and less
good health care than we could have.

So I think it is a promising way to go, and I hope that the Con-
gress gives it favorable consideration.

Mr. PUTNAM. Dr. Moon.
Dr. MOON. Community health centers are a good idea to fill in

the gaps. They help serve people in areas where they would have
trouble getting other health care providers.

But the amount of money that is being talked about, at $125 mil-
lion, to expand community health centers is barely a drop in the
bucket. Remember, we are talking about 45 million or 44 million
uninsured. That is about $3 a person, so you are not going to
stretch it very far, unfortunately.

Mr. PUTNAM. Dr. Saving.
Dr. SAVING. I think this is a good idea, because for people who

are uninsured, it is not as if they do not have access to care. Unfor-
tunately, many of them, of course, use the emergency room as their
ordinary physician.

To the extent that you can coordinate this, and move these peo-
ple out of the emergency room and move them into ordinary clinics,
you can perhaps save money, under the current institution.

Now another institution, which would have fewer of these people
uninsured, and I would say the right kind of risk pricing for the
insurance, could make these people not uninsured.

That would solve a lot of this problem. Then they would not take
the emergency room, because the emergency room would be hugely
expensive. The reason they take it now is, it is cheap. We have to
change the relative prices.

Dr. MOON. Could I add something? I am very concerned about
pricing insurance so that we divide it up with the healthy paying
a low price, and the unhealthy paying a very high price.

The whole idea of insurance is the pooling of some risks. You
need to balance this goal, because you do not want to price insur-
ance so high that very healthy young people do not see any reason
to buy insurance.

But I am very concerned that what could happen if we moved in
that direction, would be to reduce uninsurance for those who are
not going to use much health care, and raise uninsurance for sick
people who need health care.

All you have to do is look at the private market now, that allows
‘‘cream skimming’’ where insurers decide who they take or not. It
is not a pretty picture.

Dr. SAVING. No, but they ‘‘cream skim’’ because they are pricing
at the average. If you are risk adjusting, then they would not be
‘‘cream skimming.’’ They would like the sick people, just as well as
the healthy people.

The problem with what you have here is that somebody who is
chronically ill, we are not talking about insurance. That is the per-
son whose house the hurricane has already taken out. If we rebuild
his house, that is welfare. That is not insurance.

So when you take people who are sicker than other people, and
try to give them the same prices as the well people, what you are
doing is giving them welfare. So we should just call it welfare.
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Let us not trick ourselves into thinking that is insurance and
that is risk sharing. That is not risk sharing, because these are al-
ready past outcomes. Risk sharing is about the future.

So you take someone who has sick level A, and you say, I am
going to insure you for the future, in case you get sick level F. But
what I am going to do is charge you, based on the fact that you
are now sick level A, and what the probability is that you are going
to become sick level F.

That is insurance. Anything else is welfare. We can do that in
the Medicare area by making the support we are going to give for
individuals risk based, in this system in which they would go out
and then buy insurance. They are going to get support that is risk
based.

Anything else is welfare, and we should not try to call it insur-
ance. It is spreading risk.

Mr. PUTNAM. Dr. Wilensky.
Dr. WILENSKY. It is possible that if you were to move to a sys-

tem, as one that Dr. Saving describes, where you would have a so-
called experience rating, and it would be based on expected use,
you could make payments after the fact, for people who you believe
are overly burdened by the kinds of premiums that they would
face.

You do not necessarily have to try to force this mixing of risks,
up front. It does raise the possibility, as we think now exists, that
some individuals who would be willing to buy a risk-based insur-
ance policy that would be low, because in fact they are low users
and low expected users, would say, no thanks, because of the
amount they are being asked to subsidize.

So you can subsidize people who have expected high utilization
and expenditures. You do not have to just say, well, that is your
tough luck. You can do it after the fact, when you see the kinds
of premiums that people have to pay.

So I would like to make it clear that if you are worried about
whether or not this is an unfair burden, there are other ways to
handle to the problem, than to just force a pooling that goes on,
up front. That is probably a discussion for another committee hear-
ing, though.

Mr. PUTNAM. Thank you. Thank you, Dr. Wilensky, Dr. Saving,
Dr. Moon. We appreciate your being here.

I want to thank all the hearty members of the committee, who
stuck it out to the end, and all the members of the congressional
staff and the audience, who sat through this as well, and partici-
pated in ‘‘take your son to Congress and let him Chair the meeting
day.’’

I, again, thank the witnesses. Without any further business, the
hearing is adjourned.

[Other materials submitted for the record follow:]

PREPARED STATEMENT OF HON. ANDER CRENSHAW, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF FLORIDA

Thank you, Mr. Chairman, for holding this hearing on the President’s FY2002
budget request for the Department of Health and Human Services. And, thank you,
Secretary Thompson, for joining us today to discuss the programs that—along with
education—form the heart of the President’s compassionate conservative agenda.
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Mr. Secretary, you know better than almost anyone the great success that comes
from a true partnership between the Federal Government and the States. This is
as true for welfare reform as it is for Medicaid and education. The key is giving
States flexibility to implement the kind of reforms that work best within their bor-
ders.

When I was in the Florida Legislature, I often had the opportunity to meet with
my counterparts from other States and to study their proposals and programs. We
were all facing similar problems—how to provide access to quality health care for
low-income families; how to stop children from having children and end the cycle
of dependency on welfare; and how to improve the prospects for children who awoke
everyday with no hope for a bright future. But, we all had different ideas about how
to solve these problems.

It wasn’t that one idea was right and the other wrong, or even that one idea was
better than another. But, what works in Florida doesn’t necessarily work in Wiscon-
sin. To be sure, we can learn from each other, but States need the ability to craft
the programs that suit their populations best.

This is why I am so very encouraged at your stewardship of the Department of
Health and Human Services, Secretary Thompson. You know that a Federal cookie
cutter approach to Medicaid, welfare, and other social service programs doesn’t
serve the country well. I look forward to working with you on these important pro-
grams.

PREPARED STATEMENT OF HON. GARY MILLER, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF CALIFORNIA

Mr. Chairman, I want to thank you for holding this hearing. I look forward to
listening to the testimony and responses from Secretary Thompson before this com-
mittee.

I was delighted to hear the remarks of the President in his address last week,
and am pleased with his priorities outlined in the budget blueprint. I am excited
to see the President is thinking outside of the box when it comes to providing for
the general welfare of the American people. I would encourage the President to con-
tinue searching for ways to use state and local government, as well using as private
organizations as resources to help in this task.

I would like to hear more about some of the new initiatives proposed by the Presi-
dent. In particular, I am interested in the ‘‘Immediate Helping Hand’’ prescription
drug benefit proposal. I also am interested in initiatives to help strengthen families
such as the ‘‘After School Certificates’’ and ‘‘Promoting Responsible Fatherhood’’ pro-
grams. I believe that strengthening the family is the only way to decrease depend-
ency on government services.

I am also pleased to see that this President is willing to reform areas with real
policy instead of chasing problems with more money. Whether its reducing bureau-
cratic hurdles for patients and providers, redirecting one-time spending, or targeting
selected programs for reduction, I know there are places in which we can decrease
the size of government, while protecting its effectiveness. I look forward to working
with the President in finding areas where the Federal Government can become more
efficient.

Again, I want to thank Secretary Thompson for being here today and discussing
the President’s budget with this committee. I yield back the remainder of my time.

PREPARED STATEMENT OF HON. ADAM PUTNAM, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF FLORIDA

Mr. Chairman, I am looking forward to working on this committee and with our
President to begin the work to reform the Medicare program. Primary concerns of
mine as well as my constituents are the need for prescription drug coverage for all
seniors and the lack of Medicare HMOs in my district and throughout rural Amer-
ica.

When I was in Florida’s State Legislature, I co-sponsored the Prescription Afford-
ability Act that extends coverage to seniors up to 120 percent of the poverty level
and requires pharmacies to sell prescription drugs at Medicaid rates. As we work
on including prescription drugs in a reformed Medicare system, it is of utmost im-
portance that those seniors with incomes above poverty level are also remembered
in a prescription drug program. Because of the high cost of prescription drugs, many
seniors are ineligible for help, yet struggling to make ends meet and afford their
prescriptions.

I have studied President Bush’s ‘‘An Immediate Helping Hand’’ plan, and agree
that an interim program could greatly benefit many of the neediest seniors until
Congress completes long term Medicare reform. The President’s proposal of $153 bil-
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lion over the next 10 years to provide prescription drugs to these needy seniors is
vital. Of extreme importance, however, is to remember those seniors that cannot af-
ford their daily living expenses and the high cost of prescription drugs. For those
seniors unable to afford the high cost of prescription drugs, implementing the Presi-
dent’s plan to provide Medicare health care plans that provide the option of pur-
chasing prescription drug coverage is a necessity.

Rural areas across the nation do not have access to Medicare HMOs due to fund-
ing. This is true in areas in my district as well. In Florida’s 12th District, I rep-
resent counties adjacent to one another with similar characteristics. One county has
availability to Medicare HMOs, while the other has no access. As the reforms for
Medicare begin, suburb and rural areas across the nation that cannot attract quality
providers because of low reimbursement rates must be considered. A county line is
not a sufficient distinction between areas to determine the ability for an area to
have access to these health care options. Exploring innovative ideas such as Medical
Savings Accounts or aggressively pursuing waivers to allow residents in non-served
areas access to the services covered by Medicare HMOs in other counties are pos-
sible options.

As we consider the budget for Medicare reform, it is vital that we consider the
impact it will have over the next 50 years, not just the next fiscal year. We need
to develop a generational consensus on ensuring that Medicare will be available to
the retiring seniors of today, for baby boomers and beyond. I intend to be involved
in this process.

I thank the Secretary for his thorough outline of the Administrations proposal for
Health Care reform and I thank to Dr. Gail Wilensky, Dr. Thomas Saving, and Dr.
Marilyn Moon for their thoughts as well. I look forward to being a part of moderniz-
ing Medicare to accommodate the changing needs of seniors today, and the seniors
of tomorrow.

TESTIMONY FOR THE RECORD BY THE ADVANCED MEDICAL TECHNOLOGY ASSOCIATION

AdvaMed is the largest medical technology trade association in the world, rep-
resenting more than 800 medical device, diagnostic products, and health information
systems manufacturers of all sizes. AdvaMed member firms provide nearly 90 per-
cent of the $68 billion of health care technology products purchased annually in the
U.S. and nearly 50 percent of the $159 billion purchased annually around the world.

AdvaMed strongly supports the President’s commitment to the Medicare program
and medical research. With great interest, we note that President Bush’s budget
blueprint states that ‘‘Medicare is not adapted to 21st Century medicine. Medicare
is often too slow to incorporate technologies and methods of delivering care * * *
As in virtually all fields, technological and entrepreneurial innovation are among
the keys to creating more value for the dollar in health care.’’

We strongly agree that Medicare should be encouraged to capitalize on advanced
technologies, which have revolutionized the U.S. economy and driven productivity
to new heights and new possibilities in many other sectors. Significant advances in
health care technologies—from health information systems that monitor patient
treatment data to innovative diagnostics tests that detect diseases early and lifesav-
ing implantable devices—improve the productivity level of the health care delivery
system itself and vastly improve the quality of the health care delivered. New tech-
nologies can reduce medical errors, make the system more efficient and effective by
catching diseases earlier—when they are easier and less expensive to treat, allowing
procedures to be done in less expensive settings, and reducing hospital lengths of
stays and rehabilitation times.

AdvaMed applauds Congress for the steps it took in the Balanced Budget Refine-
ment Act of 1999 (BBRA) and the Benefits Improvement and Protection Act (BIPA)
of 2000 to begin to make the Medicare coverage, coding and payment systems more
effective and efficient. In addition, the Health Care Financing Administration
(HCFA) has recently made some changes to modernize its coverage and payment
systems.

Despite these efforts, however, current policies still fail to keep up with the pace
of new medical technology. Serious delays continue to plague the amount of time
it takes Medicare to make new medical technologies and procedures available to
beneficiaries in all treatment settings.

As Cliff Goodman from the Lewin Group testified at a March 1st hearing in the
committee on Energy and Commerce, Medicare delays can total from 15 months to
5 years or more because of the program’s complex, bureaucratic procedures for
adopting new technologies. Keep in mind that all this is after the two to 6 years
it takes to develop a product and the year or more it takes to go through the Food
and Drug Administration (FDA) review. In addition, these delays are even more pro-
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nounced when you consider that the average life span of a new technology can be
18 months.

The impact on patients has been dramatic. As physician witnesses testified on
March 1st, cancer patients have had to fight for years to get Medicare to cover
positron emission tomography, a potentially lifesaving scanning technology that has
been broadly available to people under private health insurance for a decade. In ad-
dition, tens of thousands of seniors and people with disabilities have not been able
to receive advanced technologies like coronary stents (which reopen blocked arte-
ries), cochlear implants (which restore hearing) and heart assist devices (which keep
patients alive while waiting for a heart transplant).

These delays stem from the fact that for a new technology to become fully avail-
able to Medicare patients, it must go through three separate review processes to ob-
tain coverage, receive a billing code and have a payment level set. Serious delays
in all three of these areas create significant barriers to patient access.

While HCFA has improved the transparency for making national coverage deci-
sions and attempted to instill timeframes within the process, timeliness is still a
major problem. Under the current national coverage process framework, HCFA has
90 days to determine whether it will make a coverage decision or refer the request
to either the Medicare Coverage Advisory Committee (MCAC) or an outside health
technology assessment (HTA) group—or sometimes even to both. These outside as-
sessments take between 3 and 12 months each. HCFA then has 60 days to review
the recommendations of the MCAC or HTA, and should a positive coverage deter-
mination be made, it takes 180 days from the first day of the next calendar quarter
to issue a code and set a payment level.

The coverage process should be streamlined and made more accountable, timely
and transparent. Steps should be taken to reduce redundancies in the MCAC panel
and HTA reviews. In addition, the focus of the MCAC panels should be directed to-
ward gaining practical clinical advice from the medical experts on its panels.

After coverage is approved, there are three separate coding processes that deter-
mine how a device or procedure is identified and to which payment bundle it is as-
signed. Each of these coding systems have significant time-lags in assigning and up-
dating codes. Under the new hospital outpatient perspective payment system (PPS),
HCFA now assigns and updates codes on a quarterly basis. To reduce coding delays
of 15–27 months, HCFA should use the outpatient PPS system as a model for apply-
ing similar systems to other settings, such as the inpatient hospital setting and doc-
tors’ offices.

Coverage and codes mean very little, however, if the associated payment level is
inadequate. HCFA’s procedures for updating relative payment weights and reassign-
ing technologies and procedures are informal and infrequent. For example, it took
HCFA 5 years to ultimately decide that the applicable diagnosis related group
(DRG) should be split into two DRGs for angioplasty with and without stent. During
those 5 years, hospitals took significant losses on each stent procedure and the diffu-
sion of this cost-saving technology was hampered.

As required by BIPA, HCFA should develop formalized procedures for expedi-
tiously assigning codes, updating relative weights and reassigning technologies to
recognize the value of new and substantially improved technologies. HCFA should
also fully implement the BIPA requirement to provide a transitional payment mech-
anism for new technologies where the DRG payment is inadequate.

Again, AdvaMed applauds Congress and the President for recognizing the value
of technology in improving the quality and efficiency of the health care system. We
look forward to working with Congress, the President and Secretary Thompson on
ways to modernize Medicare, incorporating the benefits technology can bear, and
furthering advances in medical research.

[Whereupon, at 4:25 p.m., the committee was adjourned, to re-
convene at the call of the Chair.]
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